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FOREWORD 

This  Bulletin  is  issued  primarily  for  employees 
of  the  Bureau  of  Internal  Revenue  engaged  in  the 
administration  of  the  provisions  of  section  722  of  the 
Internal  Revenue  Code.  It  contains  information  from 
which  taxpayers  and  their  counsel  may  obtain  the 
best  indication  of  the  current  trend  of  official  opinion 
in  the  administration  of  that  section.  Although  it 
does  not  have  the  force  or  effect  of  a  published  ruling 
or  of  a  Treasury  decision,  its  provisions  will  guide  the 
administrative  officers  engaged  in  the  consideration 
of  excess  profits  tax  cases. 


(Signed)  JOSEPH  D.  NUNAN,  JR. 


Commissioner  of  Internal  Revenue 


November  2,  1944 
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(A)  History  and  background  of  general  relief  under  section  722. 
The  excess  profits  tax  law,  as  enacted  by  the  Second  Revenue  Act  of  1940, 
provided  certain  methods  of  adjusting  base  period  income  and  income  during 
the  excess  profits  tax  taxable  years  for  the  purpose  of  relieving  taxpayers  from 
excess  profits  tax  on  normal  income.  These  provisions  were  supplemented  by 
the  Excess  Profits  Tax  Amendments  of  1941  and  the  Revenue  Act  of  1942. 
Included  in  these  so-called  special  relief  measures  are  provisions  to  cover  such 
usual  situations  as  growing  corporations,  abnormal  base  period  deductions, 
fluctuations  in  income  among  excess  profits  tax  taxable  years  and  abnormal 
income  in  excess  profits  tax  taxable  years. 

The  Second  Revenue  Act  of  1940  also  contained  a  general  relief  provision, 
section  722  of  the  Internal  Revenue  Code,  to  cover  the  unusual  situations  not 
provided  for  in  the  special  relief  provisions.  It  was  only  a  stop-gap  provision, 
written  in  the  most  general  terms,  pending  study  by  staffs  of  the  Treasury  and 
the  Joint  Committee  on  Internal  Revenue  Taxation  and  consultation  with  tax- 
payers and  tax  practitioners  with  a  view  towards  formulating  a  more  practical 
version  of  general  relief. 

Accordingly,  the  Excess  Profits  Tax  Amendments  of  1941  specifically  pro- 
vided for  general  relief  in  two  types  of  situations.  One  type  covered  the  occur- 
rence of  some  unusual  or  abnormal   event   during  the   base  period   which 
substantially  depressed  the  base  period  income.    The  situations  of  this  type 
inder  which  taxpayers  would  be  entitled  to  general  relief  were,  however,  re- 
tricted  by  the  provision  that  "high  prices  of  material,  labor,  capital,  or  any 
ther  agent  of  production,  low  selling  price  of  the  product  of  the  taxpayer, 
r  low  physical  volume  of  sales  owing  to  low  demand  for  that  product,  or  for 
he  output  of  the  taxpayer,  shall  not  be  considered  abnormal."  The  other  type 
>f  situation  covered  was  one  in  which  the  character  of  the  business  on  January 
,  1940,  was  different  from  the  character  of  the  business  during  the  base  period. 
The  increase  in  the  excess  profits  tax  rate  to  90  percent  in  1942  emphasized 
he  inequity  of  treating  any  part  of  normal  profits  as  excess  profits.    In  this 
espect,  the  committee  reports  on  the  Revenue  Act  of  1942  contained  the  fol- 
owing  statements  (H.  Report  No.  2333,  Seventv-seventh  Congress,  First  Ses- 
ion— [C.  B.  1942-2,  390]): 

"Need  for  the  Legislation 

"The  need  for  this  legislation  was  recognized  when  the  excess-profits  tax 
was  enacted  in  1940,  and  in  the  excess-profits  tax  amendments  of  1941,  as  pointed 
out  in  the  committee  reports  on  those  Acts.  (H.  Rept.  No.  146,  S.  Rept.  No.  75, 
on  H.  R.  3531,  Seventy-seventh  Congress,  first  session   [C.  B.  1941-1.  550-565].) 
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"It  was  there  stated  that  equitable  considerations  demand  that  every  reason- 
able precaution  should  be  taken  to  prevent  unfair  application  of  the  excess-profits 
tax  in  abnormal  cases;  that  high  rates  on  excess  profits  are  thoroughly  justifiable 
if  the  income  subject  to  tax  is  clearly  of  the  type  intended  to  be  reached.  The 
rates  now  proposed  increase  the  need  for  expanding  the  application  of  the  relief 
section  to  cases  that  do  not  fall  under  the  specific  provisions  in  order  to  remove 
inequities  and  alleviate  certain  hardships.  The  amending  provisions  expanding 
the  operation  of  the  present  section  722  are  based  on  experience  gained  since  its 
enactment  and  on  previous  experience  with  excess  profits  taxes  in  the  United 
States  and  abroad.  Such  experience  demonstrates  that  abnormal  and  unusual 
cases  arise,  diverse  in  character  and  unforeseeable,  for  which  special  legislation 
is  necessary  if  the  purpose  of  the  law  is  to  be  carried  out." 

Accordingly,  the  present  version  of  section  722  was  enacted  in  the  Revenue 
Act  of  1942  and  was  made  retroactively  effective  for  all  excess  profits  tax  tax- 
able years.  The  scope  of  the  then  existing  general  relief  provisions  was  ex- 
panded and  new  provisions  were  added  to  cover  (1)  cases  in  which  base  period 
inadequacies  had  been  caused  by  strictly  economic  factors  and  (2)  cases  of 
corporations  which  came  into  existence  during  the  excess  profits  tax  taxable 
years. 

(B)     General  theory  and  purpose. 

The  excess  profits  tax  law  provides  that  a  corporation  must  use  as  a  credit 
in  determining  excess  profits  either  a  stated  percentage  of  its  invested  capital 
or  a  stated  percentage  of  its  earnings  during  a  "normal"  period,  increased  or 
decreased  to  give  effect  to  capital  additions  or  reductions,  whichever  produces 
the  lesser  tax.  The  principle  h^s  thus  been  recognized  that  excess  profits  rep- 
resent earnings  over  and  above  the  normal  earnings  of  a  corporation,  but  not 
below  a  certain  stated  return  on  invested  capital.  Corporations  which  normally 
earn  more  than  the  stated  return  upon  invested  capital  will  therefore  use  the 
earnings  method.  However,  the  fact  that  a  designated  normal  period  was 
established  for  which  normal  income  is  to  be  computed  introduces  certain  pos- 
sible inequities  into  the  determination  of  normal  earnings.  This  period  may 
have  been  one  of  unusual  events  in  the  case  of  the  taxpayer;  it  may  have  been 
one  which,  although  normal  for  business  in  general,  was  not  correspondingly 
normal  for  the  taxpayer  because  of  certain  irregularities  in  the  taxpayer's  earn- 
ing experience  or  because  of  the  fact  that  its  earning  pattern  was  different  from 
that  of  business  in  general ;  and  it  may  have  been  the  period  during  which  the 
taxpayer  commenced  business  or  changed  the  character  of  its  business  and 
thus  represented  a  period  of  development  for  the  taxpayer.  Likewise,  a  tax- 
payer which  would  customarily  earn  considerably  more  than  the  stated  return 
upon  its  invested  capital,  because  its  operations  do  not  depend  primarily  upon 
capital  investment,  may  have  come  into  existence  after  the  base  period  and 
accordingly  the  excess  profits  credit  based  on  invested  capital  would  not  afford 
the  taxpayer  an  adequate  standard  for  the  measurement  of  excess  profits. 

Section  722  represents  the  major  relief  provision  which  was  designed  to 
make  the  excess  profits  credit  a  fair  and  workable  measure  to  be  used  in  the 
computation  of  excess  profits.  It  was  not  enacted  to  afford  relief  to  every  cor- 
poration paying  an  excess  profits  tax.  The  statutory  language,  the  committee 
reports,  and  the  regulations  indicate  that  it  was  enacted  to  adjust  for  the  effect 
of  certain  circumstances  on  the  taxpayer's  base  period  income  and  for  the  pres- 
ence of  certain  factors  in  the  taxpayer's  business. 

Most  corporations  experience  a  variety  of  events  and  circumstances  which 
affect  their  businesses,  and  they  continually  make  changes  in  the  nature  of    f 
their  operations,  products,  and  capacity.     These  circumstances  and  changes 
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may  be  of  a  permanent  or  of  a  temporary  nature;  they  may  increase  or 
decrease  income;  they  may  result  in  a  temporary  windfall  or  loss,  or  in  a 
permanently  increased  or  reduced  earning  level.  Some  of  these  circumstances 
and  changes  are  routine  in  the  sense  that  they  are  constantly  encountered  by 
any  business  under  dynamic  economic  conditions.  Others  are  definitely  un- 
usual in  the  sense  that  their  occurrence  would  not  be  anticipated  in  the  normal 
experiences  of  the  business  as  constituted.  The  function  of  section  722  is  not 
to  provide  an  adjustment  to  base  period  net  income  in  every  instance  in  which 
income  would  have  been  higher  if  the  particular  event  or  circumstance  had  not 
occurred,  or  if  other  events  or  circumstances  had  obtained  throughout  the 
entire  base  period.  The  purpose  of  section  722  is  not  to  relieve  corporations 
from  the  effects  of  adverse  circumstances  or  unwise  decisions  which  enter  into 
and  are  accepted  as  an  integral  part  of  the  operation  of  doing  business,  nor  to 
substitute  a  hindsight  judgment  of  what  constitutes  normal  earnings  and  nor- 
mal operations  for  actual  business  experience  in  such  cases.  Section  722  is  a 
provision  to  correct  an  excess  profits  credit  which,  because  of  certain  desig- 
nated events  and  circumstances  is  unrepresentative  of  the  normal  earnings 
experiience  of  the  taxpayer. 

(C)  Application  and  administration. 

References  were  made  in  committee  reports  to  the  desirability  of  "sympa- 
thetic administration"  in  cases  and  problems  arising  under  section  722.  Sym- 
pathetic administration  means  a  fair,  reasonable,  and  intelligent  administration, 
designed  to  afford  to  those  taxpayers  which  establish  their  right  to  relief  the 
full  measure  of  relief  available  under  section  722.  It  requires  that  the  action 
taken  with  respect  to  applications  for  relief  be  grounded  upon  the  exercise 
of  a  sound  and  informed  judgment  and  an  understanding  not  only  of  the  tax- 
payer's business  but  also  of  the  taxpayer's  place  in  its  industry  and  business 
generally. 

The  basic  problem  to  be  met  under  section  722  is  the  determination  of 
whether  an  excess^rofits  credit  is  inadequate,  whether  the  factors  causing 
the  inadequacy  are  the  type  in  respect  of  which  the  section  is  designed  to 
afford  relief,  and  what  constitutes  the  normal  operations  of  the  taxpayer  upon 
which  normal  earnings  can  be  computed.  That  problem  is  new  and  difficult 
and  imposes  upon  examining  officers  broader  procedures  than  the  accustomed 
one  of  verification  of  facts  submitted  and  application  of  law.  It  cannot  prop- 
erly be  resolved  unless  and  until  a  thorough  study  has  been  made  of  the  entire 
background  of  the  case  to  develop  the  conditions  under  which  the  taxpayer 
operates,  as  well  as  the  relevant  conditions  of  its  industry  and  of  business  gen- 
erally, so  that  the  "whole  story"  may  be  obtained. 

The  proper  consideration  of  claims  requires  a  thorough  understanding  of 
section  722  as  a  whole.  The  various  provisions  of  the  section  are  interrelated 
and  piecemeal  knowledge  acquired  by  a  study  of  a  particular  subsection  in  a 
particular  case  will  not  suffice.  Since  section  722  is  an  integrated  part  of  the 
excess  profits  tax  law  there  must  be  a  thorough  knowledge  of  the  operation  of 
that  law. 

(D)  General  principles.  , 

Section  722  grants  relief  to  a  corporation  which  can  establish  first,  that 
because  of  certain  statutory  reasons  there  is  an  inadequacy  in  its  excess  profits 
credit  computed  without  regard  to  section  722  which  results  "in  an  excessive 
and  discriminatory  tax,  and  second,  what  would  be  a  fair  and  just  amount  rep- 
resenting normal  earnings  to  be  used  as  a  constructive  average  base  period  net 
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income  for  the  purpose  of  an  excess  profits  tax  based  upon  a  comparison  of 
normal  earnings  and  earnings  during  an  excess  profits  tax  period.  In  deter- 
mining whether  the  tax  is  excessive  and  discriminatory  in  the  case  of  a  cor- 
poration which  is  entitled  to  use  the  excess  profits  credit  based  on  income,  the 
provisions  of  section  722(b)  are  exclusive.  In  determining  whether  the  tax  is 
excessive  and  discriminatory  in  the  case  of  a  corporation  which  is  not  entitled 
to  use  the  excess  profits  credit  based  on  income,  the  provisions  of  section 
722(c)  are  exclusive.  The  mere  fact  that  the  taxpayer  does  not  use  the  excess 
profits  credit  based  on  income  on  its  return  for  a  taxable  year  for  which  relief 
is  claimed,  because  its  use  would  produce  a  larger  tax  than  the  excess  profits 
credit  based  on  invested  capital,  does  not  mean  that  such  taxpayer  is  not  en- 
titled to  use  the  excess  profits  credit  based  on  income. 

Even  though  a  corporation  is  not  entitled  to  use  the  excess  profits  credit 
based  on  income  for  some  excess  profits  tax  taxable  years,  it  may  in  later 
excess  profits  tax  taxable  years  become  entitled  to  use  such  credit.  In  such 
event,  the  taxpayer's  right  to  relief  for  any  particular  taxable  year  must  be 
predicated  upon  the  facts  as  they  exist  with  respect  to  such  year,  ^or  example, 
assume  that  a  taxpayer  which  first  came  into  existence  on  July  1,  1940,  and 
thus  would  not  have  been  entitled  to  use  the  excess  profits  credit  based  on 
income,  became  an  acquiring  corporation  on  December  31,  1941  of  a  component 
corporation  entitled  to  use  the  excess  profits  credit  based  on  income.  For  tax- 
able years  beginning  in  1940  and  1941,  the  taxpayer  would  have  to  establish 
that  its  excess  profits  tax  was  excessive  and  discriminatory  under  section 
722(c).  For  the  taxable  year  beginning  in  1942,  it  would  have  to  establish  the 
excessive  and  discriminatorv  nature  of  its  tax  under  section  722(b),  regardless 
of  whether  relief  had  been  fi'nally  determined  for  the  prior  taxable  years  under 
section  722(c). 

In  order  to  be  entitled  to  relief  under  section  722,  the  taxpayer  must  com- 
ply with  three  basic  requirements.  If  it  is  entitled  to  use  the  excess  profits 
credit  based  on  income  it  must  establish  that: 

1.  One  or  more  of  the  factors  set  forth  in  section  722(b)(1),  (2),  (3), 
(4),  or  (5)  has  occurred,  and 

2.  Because  of  such  factors,  its  average  base  period  net  income  is  an 
inadequate  standard  of  normal  earnings,  and 

3.  The  fair  and  just  amount  representing  normal  earnings,  deter- 
mined in  accordance  with  the  principles  of  section  722,  to  be  used  as  a 
constructive  average  base  period  net  income  for  the  purposes  of  an 
excess  profits  tax  based  upon  a  comparison  of  normal  earnings  and  earn- 
ings during  an  excess  profits  tax  period. 

If  it  is  not  entitled  to  use  the  excess  profits  credit  based  on  income,  it  must 
establish  that : 

1.  One  OP  more  of  the  situations  described  in  section  722(c)(1),  (2), 
or  (3)  is  present  in  its  case,  and 

2.  Because  of  such  situation,  its  excess  profits  credit  based  on  in- 
vested capital  is  an  inadequate  standard  for  determining  excess  profits, 

and  .  . 

3.  The  fair  and  just  amount  representing  normal  earnings,  deter- 
mined in  accordance  with  the  principles  of  section  722,  to  be  used  as  a 
constructive  average  base  period  net  income  for  the  purposes  of  an  excess 
profits  tax  based  upon  a  comparison  of  normal  earnings  and  earnings  dur- 
ing an  excess  profits  tax  period. 
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The  mere  presence  of  a  factor  under  section  722(b),  or  the  existence  of 
the  situation  under  section  722(c),  is  not  a  sufficient  qualification  for  relief. 
Relief  is  based  upon  an  inadequacy  of  the  actual  average  base  period  net  in- 
come or  the  excess  profits  credit  based  on  invested  capital  shown  to  exist  as  a 
result  of  such  factor  or  situation.  This  inadequacy  will  obtain  if  the  actual 
average  base  period  net  income  is  less  than  the  constructive  average  base 
period  net  income  determined  under  section  722,  or  if  (in  the  section  722(c) 
cases)  the  excess  profits  credit  based  on  invested  capital  is  less  than  the  excess 
profits  credit  based  upon  the  constructive  average  base  period  net  income. 
Section  722  is  an  integrated  and  unified  provision  which  cannot  be  broken  up 
into  two  parts,  one  of  which  makes  a  taxpayer  eligible  for  relief  (sections 
722(b)  and  722(c)),  and  another  of  which  provides  for  the  determination  of  the 
amount  of  relief  (section  722(a)).  There  can  be  no  valid  contention  that  a 
taxpayer  is  eligible  for  relief  under  one  portion  of  section  722  but  is  denied  a 
constructive  average  base  period  net  income  under  another  portion  of  the 

section. 

The  inadequacy  of  the  actual  average  base  period  net  income  or  the  credit 
based  on  invested  capital  because  of  the  factors  mentioned  in  section  722(b) 
or  section  722(c)  is  the  reason  why  the  excess  profits  tax  is  excessive  and  dis- 
criminatory, and  why  relief  is  granted.  This  inadequacy  test  is  not  only  manda- 
tory under  the  statute,  but  also  is  the  connecting  link  between  the  physical  or 
economic  factor  producing  an  average  base  period  net  income  or  an  excess 
profits  credit  which  is  not  a  proper  yardstick  in  determining  excess  profits  and 
the  ultimate  relief  under  section  722(a)  which  provides  such  a  standard.  If 
this  connecting  link  is  not  present,  there  can  be  no  relief,  despite  the  presence 
of  the  factor  pr  despite  the  claimed  inadequacy  of  either  the  average  base 
period  net  income  or  the  excess  profits  credit  based  on  invested  capital. 

Accordingly,  the  mere  existence  of  an  event  or  circumstance  under  section  r 
722(b)  does  not  automatically  mean  that  the  average  base  period  net  income  | 
is  an  inadequate  measure  of  normal  earnings.  Unusually  high  earnings  may 
have  been  realized  by  the  taxpayer  during  one  or  more  years  of  the  base  period, 
or  the  statutory  growth  formula  (section  713(f))  may  ofifset  the  effect  of 
reduced  earnings  during  the  first  half  of  the  base  period.  So  also,  the  mere  fact 
of  low  earnings  during  the  base  period  is  not  itself  an  indication  of  an  inade- 
quacy, since  those  earnings  might  be  caused  by  factors  entirely  normal  and 
usual  in  the  taxpayer's  case,  from  which  section  722  gives  no  relief  (with  the 
exception  of  situations  covered  by  section  722(b)  (3)). 

(E)    Concept  of  normal  earnings. 

The  concept  of  normal  earnings  must  necessarily  be  defined  in  terms 
of  periods  of  time  and  normal  business  operating  conditions.  Business  condi- 
tions change  from  year  to  year.  What  would  be  normal  conditions  for  one 
year  will  not  necessarily  be  normal  conditions  for  another  year.  The  excess 
profits  credit  based  on  income  is  based  on  a  four-year  average  of  earnings. 
This  average  is  necessary  to  level  off  good  or  poor  business  conditions  present 
in  any  particular  year.  It  indicates  that  no  one  set  of  businei?s  conditions  exist- 
ing in  any  one  base  period  year  is  considered  proper  in  determining  normal  earnings, 
but  that  an  average  of  conditions  such  as  obtained  in  the  base  period  should 
be  considered  for  that  purpose. 

Normal  operating  conditions  contemplate  conditions  existing  after  the 
business  has  reached  a  degree  of  maturity.  Thus,  a  business  might  experience 
a  loss  in  its  first  year  which  was  attributable  to  its  initial  development  and- 
which  would  not  recur  once  that  development  had  ended.   Such  a  loss  could 
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not  be  said  to  be  normal  and  the  conditions  producing  it  could  not  be  said  to 
represent  normal  operating  conditions  for  the  business. 

It  is  important  to  note  that  normal  operating  conditions  of  a  taxpayer 
must  be  established  with  respect  to  that  taxpayer  on  the  basis  of  its  position 
in  the  industry  of  which  it  is  a  member,  and  may  not  be  assumed  to  be  an 
average  of  the  conditions  in  the  industry,  or  the  conditions  experienced  by  the 
most  or  least  successful  businesses  in  that  industry.  Under  section  722  normal 
earnings  must  be  established  with  respect  to  the  particular  taxpayer  which 
seeks  relief,  and  normal  operating  conditions,  upon  the  basis  of  which  such 
earnings  will  be  determined,  must  likewise  be  so  ascertained. 

One  other  aspect  of  normal  operating  conditions  should  be  considered. 
In  the  last  sentence  of  section  722(a)  Congress  stated  that  any  event  or  condi- 
tion affecting  the  taxpayer,  the  industry  of  which  it  is  a  member,  or  taxpayers 
generally,  occurring  or  existing  after  December  31,  1939,  shall  not  be  taken 
into  account  in  determining  the  constructive  average  base  period  net  income. 
Thus,  economic  conditions  after  that  date  are,  as  a  matter  of  law,  not  to  be 
considered  in  determining  normal  operating  conditions  or  normal  average 
earnings.  This  categorical  statutory  prohibition  does  not,  however,  forbid  the 
elimination  of  unusual  or  abnormal  economic  circumstances  existing  before 
December  31,  1939.  The  relief  allowable  under  section  722  is  limited  to  a 
"fair  and  just  amount  representing  normal  earnings."  Thus,  the  mandate 
of  the  statute  is  a  clear  indication  that  earnings  based  upon  abnormal  events 
are  not  to  be  considered.  Consequently,  if  adjustments  are  made  in  the  earn- 
ings for  particular  base  period  years  affected  by  abnormally  poor  circum- 
stances, adjustments  must  also  be  made  for  years  affected  by  abnormally  good 
circumstances  to  insure  a  constructive  average  base  period  net  income  which 
can  fairly  represent  normal  earnings. 

Whether  events  or  circumstances  are  to  be  considered  abnormal  must  be 
left  for  determination  in  each  particular  case.  In  making  this  determination, 
the  frequency  and  regularity  of  the  event  or  circumstance  and  its  relation  to 
the  nature  and  extent  of  the  taxpayer's  operations  must  be  considered.  No 
conditions  induced  by  the  war  can  be  considered  to  be  normal  whether  such 
conditions  were  manifested  before  or  after  December  31,  1939. 

Abnormally  high  income,  however,  does  not  result  only  from  activities 
related  to  the  war.  It  can  result  from  any  circumstances  which  would  be  con- 
sidered unusual  and  peculiar  in  the  experience  of  the  taxpayer.  These  ab- 
normally favorable  circumstances  may  occur  as  the  result  of  conditions  peculiar 
to  the  taxpayer's  business,  as  for  example,  the  receipt  of  a  large  number  of 
orders  which  were  unfilled  in  a  prior  year  because  of  an  interruption  of  produc- 
tion in  such  year,  or  the  realization  of  windfall  income  from  the  sale  of  an 
obsolete  stock  of  merchandise  made  possible  by  a  temporary  rise  in  demand. 
They  may  occur  as  a  result  of  conditions  within  the  taxpayer's  industry,  as  for 
example  where  competitive  practices  of  other  members  of  the  taxpayer's 
industry  cause  a  diversion  of  a  large  portion  of  the  demand  to  the  taxpayer. 
Or  they  may  occur  as  a  result  of  unusually  favorable  business  conditions  affect- 
ing a  large  segment  of  business  generally,  as  for  example  a  sharp  improvement 
in  business  conditions  at  the  end  of  the  taxpayer's  base  period  stemming  di- 
rectly from  the  war. 

The  preparation  or  examination  of  any  claim  for  relief  will  not  be  complete 
without  an  investigation  of  the  possible  existence  of  abnormally  large  income 
*in  the  base  period  resulting  from  either  abnormally  high  gross  income  or  ab- 
normally low  deductions.' 
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(F)    Definition  of  an  industry. 

The  necessity  for  discussing  the  concept  "industry"  arises  primarily  from 
the  fact  that  under  section  722(b)  (3)  the  validity  of  a  claim  for  relief  depends, 
among  other  things,  upon  a  demonstration  by  the  taxpayer  that  the  circum- 
stances claimed  as  depressing  its  business  also  prevailed  generally  in  the  mdus- 
try  of  which  the  taxpayer  was  a  member.  Thus,  it  is  essential  that  the  taxpayer 
demonstrate  under  section  722(b)(3)(A)  that  its  profits  cycle  is  substantially 
like  the  profits  cycle  for  its  industry  (and  that  this  differs  from  the  profits  cycle 
of  general  business) ;  or  under  section  722(b)(3)(B),  that  its  sporadic  Profits 
behavior  is  characteristic  of  its  industry.  Likewise,  under  section  722(b)(2)  a 
taxpayer  may  show  that  the  temporary  economic  conditions  causing  a  depres- 
sion in  its  business  also  affected  its  industry  in  the  same  manner.  In  this  case, 
however,  it  is  usually  not  so  important  to  identify  accurately  the  industry  of 
which  the  taxpayer  is  a  member  since  relief  is  not  dependent  upon  the  preva- 
lence of  the  depressing  conditions  in  the  industry.  The  reference  in  section 
722(b)(2)  to  the  taxpayer's  industry  merely  indicates  that  relief  will  not  be 
withheld  because  the  depressing  influence  was  industry-wide. 

It  may  also  be  necessary  to  identify  the  industry  of  which  the  taxpayer  is 
a  member  as  a  step  in  the  reconstruction  of  average  base  period  net  income  in 
many  cases  other  than  those  under  sections  722(b)(2)  and  (3).  Reference  is 
often  made  hereafter  to  earnings  of  an  industry  during  the  base  period  as  a 
source  of  information  for  determining  the  constructive  average  base  period  net 
income  under  section  722(b)(4). 

In  most  general  terms  an  "industry"  comprises  a  group  of  business  con- 
cerns sufficiently  homogeneous  in  nature  of  production  or  operation,  type  of 
product  or  service  furnished,  and  type  of  customers, 'so  as  to  be  subject  to 
roughly  the  same  external  economic  circumstances  affecting  their  prices,  vol- 
ume and  profits.  Stated  otherwise,  an  industry  will  generally  consist  of  all  of 
the  producers  which  compete  with  each  other  in  selling  essentially  the  same 
products  or  services  in  the  same  market.  General  economic  conditions  ex- 
ternal to  the  industry  itself  will  be  expected  to  affect  the  different  competitors 
similarly  if  they  are  selling  the  same  products  in  the  same  market,  and  it  is 
this  similarity  of  external  conditions  in  the  marketing  processes  which  forms 
the  basis  of  the  concept  of  an  industry  for  purposes  of  determining  when  an 
industry  is  depressed. 

Thus,  for  the  purposes  of  section  722,  the  definition  of  an  industry  involves 
primarily  the  market  aspects  of  the  taxpayer's  business.  In  most  cases  the 
geographical  location  of  the  plants  is  immaterial.  For  instance,  two  companies 
producing  shoes,  one  in  New  England  and  the  other  in  the  Middle  West,  may 
well  be  competitors  and  members  of  the  same  industry,  since  their  customers 
in  both  cases  cover  the  entire  country.  On  the  other  hand,  two  concerns  lo- 
cated 5(X)  miles  apart  producing  common  brick  may  be  subject  to  such  different 
market  influences,  and  be  so  distinct  because  of  transportation  costs,  that  they 
could  not  well  be  regarded  as  members  of  the  same  ii)dustry.  ^ 

Under  some  circumstances  it  is  conceivable  that  the*  geographical  group- 
ing of  plants  may  have  a  bearing  on  what  constitutes  an  industry.  The  cotton 
textile  industry  in  the  South  has  been  subject  during  the  last  thirty  years  to 
developments  quite  different  from  those  affecting  the  cotton  textile  industry  in 
New  England,  and  they  are  often  considered  as  being  two  industries. 

Large  corporations  that  produce  a  variety  of  products  may  present  con- 
siderable difficulty  from  the  standpoint  of  industry  classification.  For  ex- 
ample, a  large  chemical  company  may  produce  "heavy"  chemicals,  synthetic 
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textiles,  and  wood  preservatives,  among  many  other  products.  If  a  picture  of 
the  profits  experience  of  the  wood  preservatives  manufacturing  industry  were 
needed,  it  clearly  would  be  improper  to  include  therein  the  total  profits  expe- 
rience of  this  company. 

At  the  other  extreme  are  large  corporations  that  represent  monopolies 
or  partial  monopolies  in  certain  fields  of  production.  Each  such  corporation  of 
course,  must  be  regarded  as  constituting  an  "industry"  by  itself. 

Difficulties  may  be  anticipated  in  deciding  whether  the  limits  of  a  given 
industry  should  be  broadly  or  narrowly  defined.  For  example,  in  the  retail 
grocery  field,  the  problem  will  arise  whether  all  retail  outlets,  chains  and  inde- 
pendents, supermarkets  and  suburban  one-room  stores  should  be  grouped  to- 
gether or  whether  each  type  should  be  considered  a  separate  industry.  The 
answer  depends  upon  the  extent  of  which  the  several  types  are  in  direct  com- 
petition and  the  degree  to  which  they  respond  alike  to  economic  factors  that 
aflfect  profits. 
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Law.—Sectiou  722(h)  (l). 

Regulations. — Section  35.722-3 (a)  and  section  35.722-2(b)  (2). 

(A)     General  rule. 

In  order  for  a  taxpayer  to  obtain  relief  through  the  provisions  of  section 
722(b)(1),  it  must  be  entitled  to  use  the  excess  profits  credit  based  on  income 
and  it  must  establish — 

(1)  That  in  one  or  more  taxable  years  in  its  base  period  normal  pro- 
duction, output,  or  operation  was  interrupted  or  diminished  because  of  the 
occurrence  of  events  unusual  and  peculiar  in  the  experience  of  the  tax- 
payer; and 

(2)  That  because  of  such  interruption  or  diminution  its  actual  average 
base  period  net  income  is  an  inadequate  standard  of  normal  earnings ;  and 

(3)  The  fair  and  just  amount  representing  normal  earnings  to  be 
used  as  a  constructive  average  base  period  net  income. 

A  taxpayer  is  not  entitled  to  relief  merely  because  it  had  an  interruption 
or  diminution  of  its  production  or  operation.  The  interruption  may  have  had 
no  effect  whatever  on  its  actual  average  base  period  net  income.  Its  produc- 
tion may  have  been  interrupted  without  alTecting  its  net  income  because  of  the 
existence  of  ample  inventories  to  cover  its  needs  during  the  period  of  interrup- 
tion. Its  normal  rate  of  production  may  have  been  increased  following  the 
interruption  so  that  production  for  the  year  or  for  the  base  period  as  a  whole 
suffered  no  decrease.  Its  sales  may  have  been  curtailed  for  one  taxable  year 
during  the  base  period  because  of  the  interruption,  but  due  to  the  accumulation 
of  unfilled  orders  its  sales  for  the  next  base  period  year  may  have  been  above 
normal  to  an  extent  sufficient  to  overcome  the  deficiency  in  the  prior  year's 
sales.  The  interruption  may  have  reduced  volume  of  sales,  but  due  to 
scarcity  of  the  product  and  consequent  increase  in  selling  price  the  gross  doHar 
sales  may  have  been  unaffected.  In  each  case  in  which  an  interruption  of 
production  or  operation  is  claimed  as  ground  for  relief,  care  should  be  exer- 
cised in  determining  that  the  interruption  resulted  directly  in  an  inadequacy  of 
actual  average  base  period  net  income. 

To  illustrate,  the  bituminous  coal  strike  of  1937  in  the  Appalachian  coal 
field  caused  little  or  no  decrease  in  the  production  of  coal  for  the  year.  The 
coal  inventories  of  the  big  industrial  consumers  were  sufficient  in  most  cases 
to  carry  them  over  the  temporary  stoppage  of  production.  Because  there  was 
sufficient  surplus  capacity  in  the  coal  mining  industry  the  lost  tonnage  was 
made  up  within  a  few  months.    The  strike  was  expected  to  occur  upon  the 
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expiration  of  wage  contracts  on  March  31,  and  consumers  had  been  stocking 
coal  for  several  weeks  prior  to  that  date.  Thus,  except  in  isolated  cases,  the 
production  of  bituminous  coal  companies  in  the  year  1937  was  not  diminished 
by  the  strike. 

(B)     Scope  of  section  722(b)  (1). 

In  order  for  an  event  to  be  considered  under  section  722(b)(1)  all  three  of 
the  following  conditions  must  exist : 

(1)  The  event  must  have  occurred  either  immediately  prior  to  or 
during  the  base  period ; 

(2)  The  event  must  have  been  unusual  and  peculiar  in  the  experience 
of  the  taxpayer; 

(3)  The  event  must  have  been  the  direct  cause  of  the  interruption  or 
diminution  of  normal  operation. 

The  use  of  the  word  "immediately"  in  the  statute  would  ordinarily  mean 
that  the  only  events  to  be  considered  are  those  which  occurred  a  short  time 
prior  to  the  beginning  of  the  base  period.  However,  the  regulations  give  the 
word  a  broader  interpretation  and  state : 

"An  event  is  deemed  to  occur  immediately  prior  to  the  base  period  if  under 
normal  circumstances  the  effect  of  such  event  would  not  be  fully  manifested  until 
a  year  in  the  base  period  and  such  eflFect  is  directly  related  to  such  occurrence." 

The  point  to  be  emphasized  in  this  connection  is,  therefore,  the  causal 
relationship  between  the  event  and  its  effect  on  the  operations  during  the 
base  period. 

For  example,  suppose  one  of  the  taxpayer's  factory  buildings  was  destroyed 
by  fire  in  December,  1934.  It  started  without  delay  to  rebuild  in  January, 
1935;  the  building  was  completed  and  machinery  installed  by  December,  1935; 
but  normal  production  could  not  be  obtained  until  June,  1936.  The  fire  will 
be  deemed  to  have  occurred  "immediately  prior  to  the  base  period"  since  it  was 
the  direct  cause  of  the  diminution  in  production  during  1936. 

Where  a  substantial  period  of  time  intervenes  between  the  event  and  the 
base  period,  extreme  care  should  be  exercised  in  ascertaining  the  existence  of 
the  causal  relationship  between  the  event  and  the  diminution  in  production. 

For  a  discussion  of  events  occurring  during  the  base  period  but  after 
December  31,  1939,  see  Part  VIII  relating  to  fiscal  year  taxpayers. 

The  events  contemplated  in  section  722(b)(1)  comprise  primarily  those 
which  affect  the  physical  rate  of  production  or  operation,  rather  than  economic 
circumstances  which  influence  the  profitableness  of  the  business.  The  regula- 
tions mention  floods,  fires,  explosions  and  strikes.  Other  examples  of  similar 
events  would  be  a  severe  freeze  or  blizzard,  a  crop  blight  or  epidemic,  or  a 
temporary  court  injunction.  The  regulations  exclude  from  section  722(b)(1) 
economic  circumstances  such  as  high  costs,  low  selling  price  and  low  demand, 
any  one  of  which  could  have  resulted  in  an  interruption  or  diminution  of 
normal  operation.  Economic  circumstances  such  as  these  should  be  con- 
sidered under  the  provisions  of  section  722(b)(2). 

Physical  events  such  as  are  contemplated  in  section  722(b)(1)  may  give 
rise  to  economic  effects  which  in  turn  cause  an  interruption  or  diminution  of 
operations.  In  such  cases  it  may  be  difficult  to  determine  whether  section 
722(b)(1)  or  section  722(b)(2)  is  applicable.  Ordinarily,  it  will  not  be  neces- 
sary to  make  the  distinction,  since  the  taxpayer  is  entitled  to  relief  in  either 
case,  provided  the  resulting  inadequacy  of  average  base  period  net  income 
is  established. 
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It  should  be  noted  that  the  statute  uses  the  term  "normal  production,  out- 
put, or  operation."  From  the  use  of  the  word  "operation"  it  is  evident  that 
the  intention  was  to  include  taxpayers  other  than  manufacturers  and  producers. 
Sales  and  service  corporations,  the  operations  of  which  were  interrupted,  are 
therefore  included.  Production,  output,  or  operation  refers  primarily  to  those 
activities  which  produce  the  taxpayer's  gross  income,  but  also  include  collateral 
activities  such  as  collections  and  credit. 

The  event  must  be  unusual  and  peculiar  in  the  experience  of  the  particular 
taxpayer.  The  fact  that  such  event  is  usual  in  the  taxpayer's  locality  or  usual 
in  its  industry  is  ordinarily  irrelevant.  However,  if  the  taxpayer  has  been  in 
existence  only  a  short  time  prior  to  the  event,  it  may  be  necessary  to  consider 
the  experience  of  others  in  the  locality  or  in  the  industry  in  order  to  determine 
whether  the  event  is  to  be  considered  unusual  and  peculiar  with  respect  to 
the  taxpayer.  Similarly,  if  an  event  is  unusual  in  the  case  of  the  particular 
taxpayer,  the  fact  that  all  taxpayers  in  the  same  locality  or  industry  experienced 
the  sarne  unusual  event  does  not  bar  consideration  of  the  event  under  this 
subsection. 

The  term  "unusual  and  peculiar"  is  to  be  given  its  ordinary  meaning. 
The  regulations  state : 

"An  event  is  unusual  and  peculiar  in  the  experience  of  the  taxpayer  if  its  occur- 
rence is  not  ordinarily  encountered  in  such  experience." 

Cases  involving  this  question  may  be  classified  into  three  groups.  First, 
there  will  be  those  cases  in  which  section  722(b)(1)  is  clearly  applicable 
because  the  event  has  never  before  been  encountered  by  the  taxpayer  or  has 
happened  at  such  infrequent  intervals  that  its  occurrence  during  the  base 
period  constitutes  a  clear  distortion  of  average  base  period  net  income.  At  the 
other  extreme  will  be  those  cases  in  which  section  722(b)(1)  is  not  applicable 
because  the  event  is  an  ordinary  and  expected  hazard  of  the  business,  occurring 
with  such  frequency  that  its  presence  is  to  be  expected  in  any  four-year  period. 
Between  these  two  extremes  will  be  those  cases  in  which  the  event  is  not 
unique  in  the  taxpayer's  experience  but  has  occurred  with  such  frequency  or 
severity  during  the  base  period  as  to  render  the  actual  average  base  period  net 
income  an  inadequate  standard  of  normal  earnings. 

If  the  event  causing  the  interruption  was  of  such  severity  or  duration  as 
to  constitute  it  a  different  kind  of  event,  section  722(b)(1)  should  be  con- 
sidered applicable.  For  example,  suppose  the  taxpayer's  shipping  operations 
were  interrupted  each  winter  for  a  period  of  two  months  by  weather  conditions. 
As  a  result  of  an  unusually  severe  winter  during  the  base  period,  its  operations 
were  interrupted  or  diminished  for  a  period  of  four  months,  causing  a  sub- 
stantial reduction  in  its  average  base  period  net  income.  If  such  a  severe 
winter  was  unusual  in  the  taxpayer's  experience,  its  right  to  relief  should  be 
adrnitted  under  section  722(b)(1).  In  the  reconstruction  of  average  base 
period  net  income,  however,  adjustment  should  be  made  only  to  the  extent 
that  the  effect  on  earnings  exceeded  the  usual  experience  of  the  taxpayer. 

The  event  may  have  been  common  in  the  taxpayer's  experience,  but  may 
have  occurred  with  more  than  usual  frequency  during  the  base  period.  For 
example,  suppose  that  for  fruit  growers  in  a  particular  locality,  a  late  spring 
frost  damaging  the  crop  is  usually  encountered  every  four  or  five  years.  If 
two  such  frosts  of  usual  severity  occurred  during  the  base  period,  the  unusual 
frequency  renders  section  722(b)  (1)  applicable.  As  in  the  case  of  an  unusually 
severe  event,  adjustment  should  be  made  only  to  the  extent  that  the  unusual 
frequency  exceeded  the  usual  experience  of  the  taxpayer. 
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(C)     Reconstruction  of  average  base  period  net  income. 

The  reconstruction  of  average  base  period  net  income  under  section 
722(b)(1)  involves  two  problems: 

(1)  The  elimination  of  the  effects  of  the  unusual  and  peculiar  events, 
so  that  the  net  income  for  the  base  period  years  reflects  the  amount  that 
would  have  been  earned  had  such  events  not  occurred ;  and 

(2)  The  adjustment  of  abnormally  high  income  in  any  of  the  base 
period  years 

(a)  resulting  from  the  unusual  events  causing  the  interruption,  or 

(b)  resulting  from  any  other  unusual  or  peculiar  circumstance, 
so  that  a  fair  and  just  amount  representing  normal  earnings  will  be  obtained. 

The  elimination  of  the  effects  of  the  unusual  events  on  base  period  net 
income  requires  adjustment  not  only  of  items  directly  affected,  such  as  sales 
and  direct  costs,  but  also  of  overhead  items  affected  indirectly  by  the  events. 
Unusual  expenses  directly  attributable  to  an  event  should  be  eliminated.  For 
a  discussion  of  deductions  which  are  otherwise  subject  to  adjustment  under 
the  provisions  of  section  711(b)(1)(H),  (I),  (J)  and  (K),  see  Part  VIII  relat- 
ing to  treatment  of  adjustments  under  section  711. 

Sales,  direct  costs  and  overhead  for  the  period  of  interruption  should  be 
reconstructed,  if  possible,  by  reference  to  the  taxpayer's  own  experience  before 
or  after  the  interruption.  Its  experience  immediately  following  the  interrup- 
tion may  have  been  beneficially  affected  and  therefore  would  be  unreliable  in 
determining  what  would  have  been  normal  during  the  period  of  interruption. 
Consideration  should  be  given  to  average  production  or  operation  under 
normal  conditions  during  various  periods  in  the  taxpayer's  existence.  Such 
averages,  however,  should  be  adjusted  to  conform  to  the  business  conditions 
prevailing  during  the  period  of  interruption.  Since  the  purpose  is  to  eliminate 
only  the  effect  of  unusual  and  peculiar  events  and  circumstances,  the  recon- 
struction of  income  under  section  722(b)(1)  must  be  made  on  the  basis  of 
normal  conditions  actually  existing  during  the  period  of  interruption.  Such 
conditions  include  prevailing  market  demand,  current  selling  prices,  and  exist- 
ing costs  of  material  and  labor  for  the  taxpayer's  industry  and  business 
in  general. 

The  experience  of  one  or  more  comparable  taxpayers  may  also  be  used  in 
the  reconstruction.  For  this  purpose,  the  experience  of  the  comparable  tax- 
payers during  the  period  of  interruption  must  be  adjusted  to  reflect  the  rela- 
tionship existing  between  the  taxpayer  seeking  relief  and  the  comparable 
taxpayers.  For  example,  suppose  the  taxpayer's  sales  during  normal  periods 
prior  to  the  interruption  were  found  to  be  approximately  20  percent  above  the 
average  of  the  sales  of  three  comparable  taxpayers.  A  reconstruction  of  the 
taxpayer's  sales  during  the  period  of  interruption  might  be  made  on  the  basis 
of  the  average  of  the  sales  of  the  three  comparable  taxpayers  increased  by 
20  percent  for  the  same  period.  Care  should  be  taken  in  such  cases  that  the 
sales  of  the  comparable  taxpayers  were  not  abnormally  high  during  the  period 
of  interruption  because  of  the  taxpayer's  temporary  absence  from  the  market. 

As  was  pointed  out  above,  events  causing  interruption  of  normal  opera- 
tions may  have  a  beneficial  effect  upon  a  subsequent  portion  of  the  base  period, 
partially  or  wholly  offsetting  the  ill  effects  of  the  interruption.  If  the  period 
adversely  affected  is  adjusted  upward  to  reflect  normal  operations,  it  is 
essential  that  any  portion  of  the  base  period  showing  recoupment  be  revised 
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downward  so  that  it  also  reflects  normal  operations.  Evidence  of  any  beneficial 
effect  often  may  be  found  through  an  analysis  of  unfilled  orders  accumulated 
during  the  period  of  interruption  and  of  expanded  sales  immediately  thereafter. 

In  order  to  establish  the  fair  and  just  amount  representing  normal  earn- 
ings, it  is  also  necessary  to  eliminate  abnormally  high  income  resulting  from 
any  unusual  and  peculiar  events  or  conditions  other  than  those  causing  the 
interruption.    In  this  connection  the  regulations  provide  as  follows : 

"Excess  profits  net  income  shall  be  considered  unusually  large  in  a  taxable 
year  in  the  base  period  only  if,  as  the  result  of  physical  or  economic  circumstances 
unusual  and  peculiar  in  the  case  of  the  taxpayer,  the  income  for  such  year  is  larger 
than  it  would  have  been  if  such  circumstances  had  not  occurred.  Increased  income 
due  to  circumstances  which  have  affected  business  in  general  and  which  have 
caused  an  increase  in  the  earnings  of  business  in  general,  or  due  to  circumstances 
which  would  not  be  considered  unusual  and  peculiar  in  the  experience  of  the  tax- 
payer shall  not  be  deemed  to  result  in  unusually  large  excess  profits  net  income. 
If  excess  profits  net  income  for  a  taxable  year  is  determined  to  be  unusually  large, 
gross  income  and  deductions  shall  be  recomputed  so  as  to  remove  the  effect  of  the 
unusual  circumstances  in  the  computation  of  excess  profits  net  income  for  such  year." 

For  example,  suppose  the  taxpayer's  normal  operation  of  a  hotel  property 
was  interrupted  during  1938  by  a  fire,  which  substantially  reduced  its  gross 
income  from  room  rent  in  that  year.  Because  of  a  "World's  f^air"  in  1939, 
(an  event  unusual  in  its  experience)  its  gross  income  from  room  rent  was 
abnormally  high.  For  the  purpose  of  determining  the  constructive  average 
base  period  net  income,  adjustment  must  be  made  for  both  years  in  order  to 
eliminate  the  effect  of  the  fire  and  the  "World's  Fair."  Careful  investigation 
and  adjustment  should  also  be  made  of  any  increased  earnings  realized  in  any 
base  period  year  as  a  result  of  interruption  or  depression  of  any  competitor 
hotel's  business  by  reason  of  such  factors  as  reconstruction  or  remodeling  of  its 
building,  strikes  or  boycotts. 

It  should  be  emphasized  that  the  adjustment  contemplated  by  the  regu- 
lations does  not  include  elimination  of  income  due  to  more  favorable  general 
business  conditions. 

For  a  discussion  of  the  growth  formula  under  section  713(f)  and  the  deficit 
or  75  percent  rule  under  section  713(e)(1)  in  relation  to  the  constructive 
average  base  period  net  income,  see  Part  VIII (E)  relating  to  these  rules. 

In  order  for  a  taxpayer  to  be  entitled  to  relief  under  this  paragraph  of 
section  722,  it  must  clearly  establish  the  effect  on  its  earnings  of  the  interrup- 
tion of  operations.  It  is  not  sufficient  to  show  that  an  event  such  as  a  strike 
or  fire  occurred  and  that  a  year  in  the  base  period  showed  low  earnings  or  a 
net  loss.  The  taxpayer  must  submit  information  showing  how  its  earnings 
were  affected  and  the  extent  of  the  adverse  effects.  Furthermore,  in  the  recon- 
struction of  average  base  period  net  income,  it  must  show  what  earnings 
would  have  been  realized  had  the  interruption  or  diminution  not  occurred.  The 
mere  substitution  of  average  earnings  of  some  other  period  in  the  taxpayer's 
existence,  or  the  unsupported  statement  that  its  earnings  would  have  been  a 
flat  percentage  of  its  gross  sales  will  not  be  sufficient.  Enough  supporting 
inforrnation  must  be  furnished  to  show  that  the  earnings  used  in  the  recon- 
struction represent  a  fair  and  reasonable  measure  of  what  would  have  been 
earned  had  the  interruption  not  occurred.  Particularly  helpful  would  be  a 
compilation  of  the  taxpayer's  earnings  and  a  history  of  its  interruptions  of 
production  covering  a  considerable  period,  say  10  to  15  years,  prior  to  the  base 
period. 
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Z-aro.— Section  722(b)(2). 
Ri-gulations.—Section  35.722-3(b). 
(A)    General  rule. 

79^l'lr%\'^^-l  ^""^  ^  I^'^P^y"  to  obtain  relief  through  the  provisions  of  section 

Si't^Sst'LTabiish-"^''^'  *°  "^^  ^''^  ^^"^^  p-«'^  -^'■^  '^-'j  -  i^^r 

presied  bI™"nTtl°'  ""'^  ^'"'  °^  ^'^^  >^'^  P"'"^  ''^  ''"^'"^^^  ^^s  de- 
pressed because  of  temporary  economic  circumstances  unusual  in  its  ex- 
perience, or  because  the  taxpayer's  industry  was  depressed  by  reason  of 
temporary  economic  events  unusual  in  the  industry ;  and 

r...;lP  T^-^"'  ^'""^^^  °.  ^"^"^  teniPorary  depression' its  actual  average  base 
period  net  income  is  an  inadequate  standard  of  normal  earnings;  and 

(3)    The  fair  and  just  amount  representing  normal  earnings  to  be 
\\  used  as  a  constructive  average  base  period  net  income.       ^^"^"'"^^  '°  "' 

Dressld^fn'^thH!'.!'  "°'-  T''^-'^  '°  '■•^"'f  """^'y  ^^^^"^^  its  business  was  de- 
pressed in  the  base  period  or  its  net  income  was  smaller  during  the  base  period 

more'vearrofThe  b-.r"°''  ^^  °'  f  °"-  ,^^'^"  "  '"^^  ""  income  in  o'ne  or 
more  years  of  the  base  period  was  adversely  affected  by  economic  events  or 

an7u"^su"al"if"th'^t  ''  ^."^"-"Jhat  these  conditions  Lre  boTh  temporary 
and  unusual.   If   he  depressing  influences  were  otherwise  than  temporary   the 
axpayer  or  its  industry  could  be  characterized  as  a  declining  business  or 
industry;  a  new  lower  level  of  normal  earnings  would  then  have  been  estab- 
lished by  reason  of  these  circumstances  and  the  actual  average  base  period  net 
income  would  not  be  an  inadequate  standard  of  normal  earnings  for  compari 
son  with  earnings  during  an  excess  profits  tax  taxable  year.    If  the  ecoZmk: 
circumstances  causing  the  depression  were  not  unusual,  either    n  the  exp^ 
rience  of  the  taxpayer  or  of  its  industry,  then  again  the  actual  average  base 
period  net  income  of  the  taxpayer  cannot  be  considered  to  be^nadfquate 
The  statute  in  section  722(b)(2)  refers  to  the  business  of  the  taxpaver 
being  depressed  "in  the  base  period",  whereas  in  section  722(b)(r)  it  refers 
mo're  ;."earroftt"h  ' '^'"'""^'^"t"^  production,  output,  or  operation  "in  on    o 
77°7hw7[        ^         ^  period."  It  might  be  urged  that  the  language  of  section 
nfJ^}  ^-^  'T"f'  ^  depression  of  the  taxpayer's  business  throughout  the  base 
period    n  order  to  qualify ;  but  this  position  is  inconsistent  with  two  of    he 
.Ilustrations  given  in  the  Congressional  committee  reports,  one  whlre  a  tax- 
payer lost  Its  principal  customer  "during  the  base  period"   and  one  where  a 
taxpayer  belonged  to  an  industry  which  experienced  a  ruinous  price  war  "dur 
Ihft'thTd-ff  ' '''  ''?'^\P-/°d  years."  It  is  therefore  the  posidon  of   hrBureau" 
that  the  difference  in  the  language  of  section  722(b)(1)  and  (2)  is  not  siS 
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cant,  and  that  a  depression  due  to  temporary  economic  circumstances  does  not 
have  to  apply  to  the  entire  base  period  in  order  to  be  valid  as  a  basis  for  relief 
under  section  722(b)(2).  . 

The  term  "economic"  includes  any  event  or  circumstance,  general  in  itSNs 
impact  or  externally  caused  with  respect  to  a  particular  taxpayer,  which  has 
repercussions  on  the  costs,  expenses,  selling  prices,  or  volume  of  sales  of  either 
an  individual  taxpayer  or  an  industry.  Thus,  not  every  event  or  circumstance 
which  has  an  adverse  effect  on  a  taxpayer's  profits  may  serve  to  qualify  that 
taxpayer  for  relief  under  subsection  (b)(2).  First,  the  temporary  and  unusual 
character  of  the  circumstance  or  event  must  be  clearly  established.  Second,  the 
cause  of  the  temporary  depression  must  be  shown  to  be  external  to  the  tax- 
payer, in  the  sense  that  it  was  not  brought  about  primarily  by  a  manageri^]--^ 
decision.  A  taxpayer  cannot  qualify  for  relief  under  subsection  (b)(2)  because 
its  earnings  were  temporarily  reduced  in  the  base  period  in  consequence  of  its 
own  business  policies,  internally  determined.  For  example:  The  X  paper  manu- 
facturing company  customarily  obtained  its  pulpwood  by  contracting  with  pulpwood 
suppliers  on  a  quarterly  basis,  the  delivered  price  being  negotiated  anew  in 
connection  with  each  quarterly  contract.  For  the  season  of  1937-1938,  however, 
the  manager  contracted  for  the  delivery  of  the  entire  year's  supply  of  pulp- 
wood at  a  fixed  price.  A  sharp  decline  in  the  price  of  delivered  pulpwood 
occurred  near  the  end  of  the  first  quarter  of  the  season,  but  the  X  company  was 
unable  to  abrogate  its  season-long  contract.  Consequently,  its  profits  were 
temporarily  reduced  because  of  the  high  cost  of  its  raw  material.  Nevertheless, 
it  does  not  qualify  for  relief  under  this  subsection  since  the  reduction  in  its 
profits  was  primarily  attributable  to  a  managerial  decision.  ^ 

In  order  for  the  depression  of  the  business  of  a  taxpayer  to  come  under 
section  722(b)(2),  it  is  not  necessary  that  the  taxpayer's  earnings  be  reduced 
to  any  particular  level,  nor  even  that  they  be  less  than  the  average  for  the 
taxpayer's  industry.  It  is  necessary  only  that  they  be  less  than  they  normally 
would  have  been  for  the  taxpayer  in  the  absence  of  the  temporary  economic/ 
circumstances  shown. 

Section  722(b)(2)  differs  from  section  722(b)(1)  in  that  the  latter  deals 
with  events  that  produced  an  interruption  or  diminution  in  production,  output, 
or  operation,  whereas  section  722(b)  (2)  may  be  applicable  where  there  was  no 
decrease  in  the  volume  of  operations,  but  merely  a  decline  in  net  income 
through  decreased  selling  prices,  increased  costs,  or  increased  operating  or 
general  expenses.  For  example,  the  same  basic  cause  might  lead  to  a  section 
722(b)(1)  claim  in  the  case  of  one  taxpayer  and  a  section  722(b)(2)  claim  for 
another.  The  New  England  hurricane  interrupted  the  operations  of  a  taxpayer 
whose  building  was  demolished  or  whose  power  lines  were  destroyed  ;  it  caused 
a  temporary  economic  depression  of  another  taxpayer's  business  whose 
customers  were  impoverished  or  the  businesses  of  whose  customers  were 
disturbed. 

(B)    Scope  of  section  722(b)(2). 

Since  the  economic  circumstances  giving  rise  to  relief  must  be  temporary 
and  unusual,  it  is  important  that  the  taxpayer  furnish  evidence  concerning  the 
exact  nature  of  the  circumstances  alleged.  It  is  not  sufficient  that  the  taxpayer 
merely  show  a  depression  during  the  base  period  by  comparing  its  earnings 
during  this  period  with  earnings  in  a  prior  period,  accompanied  by  general 
allegations  concerning  hard  times  or  unfortunate  conditions.  It  is  expected 
that  for  all  industries  and  all  taxpayers  there  will  be  fluctuations  from  year 
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to  year  in  their  earnings  experience.  Such  fluctuations  are  perfectly  normal 
and  in  fact  occurred  in  the  experience  of  corporations  generally  during  the  base 
period.  The  year  1938  was  in  general  a  year  of  poor  profits,  and  it  would  be 
improper  under  section  722(b)(2)  to  grant  relief  due  to  that  fact.  In  some 
particular  industries  one  or  more  of  the  other  years  of  the  base  period  were 
depressed  because  of  usual  and  recurring  circumstances.  ThuZit  is  necessary 
that  the  circumstances  alleged  under  section  722(b)(2)  be  identified  specifi- 
cally as  to  character,  causes,  extent  and  severity,  and  that  positive  evidence 
be  presented  to  show  that  they  were  both  peculiar  and  temporary/^ 

This  requirement  of  showing  that  the  events  are  unusual  and  temporary 
means  that  the  taxpayer  must  present  evidence  concerning  the  years  prior 
to  the  base  period.  Sufficient  study  of  the  taxpayer's  business  and  industry 
must  be  made  to  establish  that  the  alleged  causes  of  the  depressed  earnings 
and  not  some  other  circumstances  which  would  not  qualify  under  this  sub- 
section, were  in  fact  the  actual  causes. 

//For  instance,  a  circumstance  in  1938  might  be  alleged  to  be  the  cause  of 
poor  earnings  in  that  year,  whereas  the  true  cause  might  well  be  the  general 
decline  in  business  of  most  industries  and  the  drying-up  of  consumers'  pur- 
chasing power  in  that  year.  Study  of  prior  industry  experience  might  well 
show  that  a  circumstance  claimed  to  be  unusual  and  peculiar— a  price  war, 
for  instance—might  be  a  fairly  regular  and  expected  occurrence  in  the  industry 
during  depression  years. 

A  note  of  caution  i^  necessary  concerning  the  temporary  character  of  the 
circumstances.  The  mere  fact  that  the  circumstance  which  occurred  during 
the  base  period  has  continued  into  the  excess  profits  tax  taxable  years  is  not 
evidence  of  the  permanent  character  of  such  circumstances.  As  stated  in  the 
regulations,  "An  economic  circumstance  is  temporary  depending  upon  the 
character  and  nature  of  such  circumstances  rather  than  upon  the  mere  length 
of  time  of  its  existence."  For  instance,  if  the  Japanese  invasion  of  China  inter- 
fered with  the  flow  of  raw  materials  to  a  business  during  the  base  period,  the 
fact  that  the  interference  is  still  in  existence  does  not  remove  the  circumstance 
from  the  category  of  being  temporary. 

<^n  the  other  hand,  the  fact  that  the  war  has  removed  a  depressing  circum- 
stance does  not  put  this  circumstance  into  the  category  of  being  temporary^ 
For  instance,  artificial  ice  companies  are  members  of  an  industry  which  was 
declining  before  and  during  the  base  period.  The  fact  that  the  growth  of  a 
war  industry  in  its  locality  brought  a  large  increase  in  patronage  to  an  ice 
company  in  an  excess  profits  tax  taxable  year  does  not  cause  the  declining 
character  of  the  industry  to  be  any  less  permanent.  The  actual  average  base 
period  net  income  of  such  an  ice  company,  even  though  substantially  smaller 
than  Its  average  income  in  some  prior  period,  is  not  an  inadequate  standard  of 
normal  earnings  merely  because  subsequent  events  have  temporarily  reversed 
the  trend  of  earnings. 

/An  unusual  combination  or  concurrence  of  usual  conditions  may  of  itself 
constitute  an  unusual  event  or  condition  under  section  722(b)  (2).  For  instance 
a  taxpayer's  business  may  have  been  depressed  during  the  base  period  because 
of  an  unusual  combination  of  temporary  economic  circumstances,  no  one  of 
which  was  unusual  or  would  have  abnormally  depressed  the  business  if 
existing  alone.^/ 

Part  III(B) 


Part  III — Temporary  Economic  Depression 


25 


V 


Economic  events  which  will  or  will  not  qualify  as  a  basis  of  relief  under 
section  722(b)(2)  may  be  illustrated  as  follows: 

(a)  A  brush  manufacturing  company  which  normally  imports  most 
of  its  bristles  from  China  suffered  an  impairment  of  its  business  and  earn- 
ings during  the  base  period  because  of  the  Japanese  invasion  of  China  in 
1937.  It  had  to  seek  elsewhere  for  its  raw  material  and  accept  inferior 
substitutes  at  higher  prices.  This  interruption  of  raw  material  supplies 
constitutes  a  temporary  economic  event  affecting  the  taxpayer  and  its 
industry  which  would  be  recognized  under  section  722(b)(2). 

(b)  A  taxpayer  selling  luxury  goods,  and  having  a  substantial  pro- 
portion of  its  customers  located  in  the  area  devastated  by  the  New 
England  hurricane  of  1938,  suffered  a  temporary  loss  of  patronage  because 
of  the  financial  hardships  inflicted  by  the  catastrophe  on  its  patrons.  This 
situation  constitutes  a  temporary  and  unusual  economic  circumstance 
under  section  722(b)(2)  if  it  be  shown  that  the  patronage  was  actually 
lost,  and  not  merely  postponed  until  1939  when  delayed  orders  were  added 
to  the  normal  volume. 

(c)  On  the  other  hand,  a  taxpayer  claims  relief  under  section 
722(b)(2)  because  of  the  alleged  absorption  during  the  base  period  of  the 
burden  of  certain  "temporary"  excise  taxes  placed  upon  the  sale  of  cos- 
metics. Even  if  the  taxpayer  could  prove  the  absorption  of  these  taxes, 
and  the  resultant  depressing  effect  on  its  income,  this  would  not  qualify 
as  a  basis  for  relief.  Taxes  of  all  kinds  are  normal  charges  to  which  busi- 
nesses are  subjected,  and  they  normally  vary  in  duration  and  rates. 

(d)  A  taxpayer  engaged  in  the  importation  of  lace  alleges  a  tem- 
porary depression  during  the  base  period  because  of  certain  temporary 
changes  in  the  tariff  rates  covering  its  products.  Certain  increases  in 
tariff  rates  caused  a  shift  in  the  price  structure  and  thus  reduced  the  vol- 
ume of  business.  This  alleged  basis  for  relief  must  also  be  rejected  since 
changes  in  tariff  rates  are  one  of  the  normal  hazards  in  the  importing 
business. 

(C)    Reconstruction  of  average  base  period  net  income. 

The  reconstruction  of  the  average  base  period  net  income  under  section  ' 
722(b)  (2)  will  often  proceed  along  lines  closely  similar  to  the  methods  described 
under  section  722(b)(1).  See  Part  II,  paragraph  (C).  Especially  if  the  tem- 
porary economic  circumstance  affected  only  the  taxpayer  and  not  its  industry, 
these  methods  will  be  used  with  little  change.  The  same  two  problems  are 
involved : 

(1)  The  elimination  of  the  effects  of  the  temporary  economic  circum- 
stance, so  that  the  net  income  for  the  base  period  years  reflects  the  amount 
that  would  have  been  earned  had  such  circumstances  not  occurred;  and 

(2)  The  adjustment  of  abnormally  high  income  in  any  of  the  base 
period  years, 

(a)  resulting  from  the  temporary  economic  circumstances  serv- 
ing as  the  basis  for  relief,  or 

(b)  resulting  from  any  other  unusual  or  peculiar  circumstance, 
so  that  a  fair  and  just  amount  representing  normal  earnings  will  be  obtained. 

If  the  temporary  economic  circumstance  affected  the  taxpayer's  industry 
as  well  as  itself,  then  the  problem  of  eliminating  its  effects  is  more  difficult. 
In  this  case,  of  course,  reconstruction  cannot  be  made  by  reference  to  the 

Part  III(C) 


26 


> 


Bureau  Bulletin  on  Sec.  722 


experience  of  comparable  taxpayers  in  the  industry.  As  suggested  in  the 
regulations,  reference  may  be  had  to  prior  normal  periods  in  the  experience 
of  the  taxpayer  and  its  industry,  or  in  some  cases  perhaps  to  other  industries 
which  are  otherwise  similar  to  the  taxpayer's  industry  but  uninfluenced  by  the 
circumstances  involved. 

/Tin  all  cases  under  section  722(b)(2)  reconstruction  is  made  on  the  basis 
ot  hypothetical  economic  conditions  presumed  to  have  existed  in  the  absence 
of  the  temporary  and  unusual  depressing  conditions.  These  hypothetical  eco- 
nomic conditions  may  depart  from  the  actual  conditions  only  to  the  limited 
extent  of  the  correction  for  the  circumstances  shown  to  be  unusual  If  general 
i^n^Vu^'^'?"^  y«re  depressed,  as  was  the  case  in  most  industries  in  the 
year  \^S6,  this  situation  must  be  maintained  in  the  hypothetical  circumstances 
under  which  normal  earnings  are  reconstructed^ 


27 


Part  IV 

VARIANT  PROFITS  CYCLE  AND  SPORADIC 

PROFITS  EXPERIENCE 


Table  of  Contents 


Paragrnipli  Page 

(A)  General   rule  27 

(B)  Proof  of  variant  profits  cycle 28 

(C)  Variant  profits  cycle — Reconstruction   ^^ 

(D)  Proof  of  sporadic  profits  experience 38 

(E)  Sporadic  profits  experience — Reconstruction    40 


Port  in(C) 


Law.— Section  722(b)(3)(A)  and  (B). 
Regulations. — Section  35.722-3(c)(l)  and  (2). 

(A)    General  rule. 

In  order  for  a  taxpayer  to  obtain  relief  through  the  provisions  of  section 
722(b)(3),  it  must  be  entitled  to  use  the  excess  profits  credit  based  on  income 
and  it  must  establish — 

(1)  That  the  business  of  the  taxpayer  was  depressed  in  the  base 
period  by  reason  of  conditions  generally  prevailing  in  an  industry  of  which 
the  taxpayer  was  a  member,  subjecting  such  taxpayer  to 

(i)  a  profits  cycle  differing  materially  in  length  and  amplitude 
from  the  general  business  cycle,  or 

(ii)  sporadic  and  intermittent  periods  of  high  production  and 
profits,  and  such  periods  are  inadequately  represented  in  the  base 
period,  and 

(2)  That  because  of  either  condition  its  actual  average  base  period  net 
income  is  an  inadequate  standard  of  normal  earnings ;  and 

(3)  The  fair  and  just  amount  representing  normal  earnings  to  be 
used  as  a  constructive  average  base  period  net  income. 

The  basis  for  relief  under  section  722(b)(3)  is  quite  dilTerept  from  that 
which  qualifies  a  taxpayer  under  section  722(b)(1)  and  (2).  /Tnus,  in  order 
to  meet  the  first  qualification  for  relief  under  section  722(b)(3),  the  taxpayer 
must  show  that  the  inadequacy  of  its  base  period  net  income  is  due  to  condi- 
tions ordinarily  existing  and  characteristic  of  its  industry.  These  industry 
conditions  must  not  be  of  a  temporary  or  abnormal  nature,  as  in  section 
722(b)(1)  and  (2),  but  must  be  inherent  in  the  typical  behavior  of  the  profits 
in  the  industry/^nder  section  722(b)(3)(A)  the  taxpayer  must  demonstrate 
that  the  industry  of  which  it  is  a  member  normally  experiences  a  cyclical  pat- 
tern of  profits  of  such  a  character  that  the  average  profits  realized  by  the 
industry  during  the  statutory  base  period  differed  markedly  from  the  profits 
experience  of  business  generally,  and  therefore  is  not  a  fair  representation  of 
the  taxpayer's  normal  profits.  Under  section  722(b)  (3)  (B),  the  taxpayer  must 
show  that  its  industry  characteristically  has  a  profits  behavior  involving  iso- 
lated periods  of  high  production  and  profits  occurring  at  irregular  intervals, 
and  that  such  periods  were  not  represented,  or  were  inadequately  represented, 
in  the  statutory  base  period.  Inadequate  representation  of  such  periods  occurs 
when  either  their  frequency  or  extent  during  the  base  period  was  less  than  is, 
on  the  average,  normally  encountered. 
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Because  of  the  circumstances  upon  which  relief  under  section  722(b)(3) 
IS  predicated,  the  experience  of  the  taxpayer  and  its  industry  over  a  longer  or 
different  period  of  time  than  is  covered  by  the  statutorv  base  period  must  be 
considered  both  in  determining  the  existence  of  the  qualifying  depression  and 
in  reconstructing  average  base  period  net  income.  Under  sections  722(b)(1) 
and  (2),  the  need  for  relief  stems  from  some  abnormality  occurring  in  the  base 
period,  such  as  an  interruption  of  production  or  a  temporary  economic  depres- 
sion. Under  section  722(b)(4),  the  need  for  relief  stems  from  a  change  in  the 
character  of  the  taxpayer  which  occurs  during  or  immediately  prior  to  the  base 
period.  In  contrast^nder  section  722(b)(3)  relief  is  needed  because  the  base 
period  itself  is  unrepresentative  of  normal  experience  because  of  circumstances 
peculiar  to  the  taxpayer's  industry.  Normal  income  in  such  cases  can  never 
be  determined  merely  by  reference  to  the  statutorv  base  period.  Prior  experi- 
ence must  always  be  studied^he  manner  in  which  prior  experience  should  be 
used  as  a  guide  in  the  determination  of  normal  earnings  in  a  section  722(b)(3) 
case  will  be  discussed  below  in  the  sections  on  reconstruction. 

(B)    Proof  of  a  variant  profits  cycle. 

/  The  term  "business  cycle"  refers  to  the  more  or  less  regular,  recurring 
fluctuations  of  business  activity.  The  cycle  is  ordinarily  represented  graph- 
ically by  historical  line  charts  of  profits,  prices,  production,  employment,  bank 
clearings,  or  other  indicators  of  "good"  and  "bad"  times,  either  taken  singly 
or  in  combination.  The  resulting  "curves"  present  a  picture  of  up  and  down 
movements  of  business  over  long  periods,  which  movements  tend  to  be 
repeated  at  more  or  less  regular  intervals  and  thus  to  fall  into  a  cyclical  pattern. 
The  length  of  the  cycle  is  the  period  of  time  between  corresponding  stages  of 
two  successive  cycles.  The  amplitude  of  the  cycle  refers  to  the  violence  of 
fluctuation  and  is  measured  by  the  vertical  distance  between  high  and  low 
stages.^/  '^ 

As  has  been  indicated  above,  various  indicators  of  business  activity  mav 
be  used  to  represent  the  business  cycle.  Ordinarilv  the  determination  of  which 
indicators  most  accurately  represent  the.  cycle  is  made  in  the  light  of  what  is 
to  be  measured  or  compared.  Therefor^for  purposes  of  section  722  the  general 
business  cycle  must  be  defined  as  the  profits  cycle  of  all  corporations/^The 
statutory  reference  in  subsection  (b)(3)(A)  to  a  profits  cycle  for  the  taxpayer 
and  Its  industry  "differing  materially  in  length  and  amplitude  from  the  general 
business  cycle  would  be  meaningless  unless  things  of  like  nature  were  being 
compared,  namely  profits  cycles.<?If  the  base  period  income  of  the  taxpayer 
was  depressed  because  of  the  fact  that  the  taxpayer's  cycle  and  that  of  its 
industry  were  in  a  different  phase  in  1936-1939  than  was  the  general  business 
cycle,  due  to  a  difference  in  length  and  amplitude,  then  the  taxpayer  may 
reccjnstruct  its  base  period  income  under  section  722(b)(3)(A)// 

-">o/iw^wAY^^'"^?'  ^^^  "^^"""^  ^^  ^^^  '"^^^^^  provided  for  by  section 
/ZZ(b)(3)(A)  that  few  taxpayers  will  be  able  to  qualify  under  its  provisions 
Ihe  operations  of  most  industries  are  so  interrelated,  and  their  profits  so 
dependent  upon  the  purchasing  power  of  other  industries  and  consumers  that 
there  will  be  few  industries  which,  for  the  base  period  as  a  whole,  will  'have 
been  depressed  because  they  operated  at  a  significantlv  different  phase  of  a 
prohts  cycle  than  did  corporate  business  generally.  The  earnings  cycle  of 
most  taxpayers  will  tend  to  conform  to  the  general  business  cycle  rather  than 
to  vary  materially  from  it.  \[ 
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To  meet  the  test  of  having  a  variant  profits  cycle  the  taxpayer  must  pre- 
sent substantial  evidence  that  its  profits  follow  a  cyclical  pattern  differing 
markedly  from  the  profits  cycle  for  business  generally.  Second,  it  must  show 
that  the  variance  of  its  cycle  is  due  to  conditions  generally  prevailing  in  the 
industry  of  which  it  is  a  member.  As  a  practical  matter,  this  means  that  the 
taxpayer  must  demonstrate  that  the  profits  of  its  industry  follow  a  cyclical 
pattern  differing  from  the  profits  cycle  of  all  corporations,  and  that  the  tax- 
payer's cycle  follows  closely  that  of  its  industry.  Therefor^' generally  the 
taxpayer  must  submit  three  sets  of  cyclical  data  covering  (1)  its  own  profits, 
(2)  profits  of  its  industry,  and  (3)  profits  of  business  generally. /The  sources 
of  the  data  should,  of  course,  be  given  and  the  method  of  compilation  exam- 
ined. In  addition,  the  data  must  be  subjected  not  only  to  the  usual  verification 
for  accuracy,  but,  more  important,  for  the  meaning,  significance  and  compara- 
bility of  the  figures  themselves. 

In  order  to  lay  the  basis  for  an  application  of  the  test  outlined  above, 
painstaking  consideration  must  be  given  to  the  nature  of  the  general  business 
cycle.  The  fact  that  economic  activities  are  subject  to  recurring  phases  of  con- 
traction and  expansion  is  the  primary  and  elementary  basis  for  the  business 
cycle  concept.  The  concept  becomes  complete,  however,  only  on  the  assump- 
tion that  the  recurrence  of  phases  of  prosperity  and  depression  have  economic 
causes  which  inevitably  operate  to  reverse  the  trends  of  economic  activity 
and  thus  result  in  an  undulating  pattern  of  production,  prices,  sales  and  profits. 

Although  all  industries  are  subject  to  the  broad  economic  forces  which 
affect  business  generally  and  which  are  considered  to  be  cyclical  forces,  it  does 
not  follow  that  the  profits  of  an  individual  industry  will  follow  the  composite 
pattern  of  all  business.  The  earnings  of  an  industry  may  vary  from  those  of 
all  business  for  two  reasons,  only  one  of  which  will  result  in  a  variant  profits 
cycle. 

First,  a  particular  industry  may  be  subject  to  special,  peculiar  and  non- 
recurring influences  which  in  the  short  run  depress  or  stimulate  its  earnings 
without  affecting  business  generally.  An  extreme  example  would  be  an  in- 
dustry dependent  upon  consumer  fads  or  fashions.  Localized  industries  might 
be  non-cyclically  influenced  by  a  spectacular  land  boom  perhaps  extending 
over  several  years.  An  industry  might  be  required  by  law  to  install  compre- 
hensive safety  devices  and  practices  which  might  for  a  time  reduce  its  profits 
and  at  the  same  time  increase  the  earnings  of  the  manufacturer  which  supplied 
the  devices  it  was  required  to  install.  All  of  the  above  circumstances  and  many, 
others  might  temporarily  distort  the  earnings  of  a  given  industry  out  of  all 
resemblance  to  the  average  earnings  of  all  industry.  This  distortion  would  not, 
however,  create  a  variant  profits  cycle.  It  would  not  in  fact  change  the  cycle 
of  the  industry  at  all  because  it  would  not  influence  the  characteristic  or  long- 
run  pattern  of  earnings.  Such  circumstances  would  not,  therefore,  result  in 
a  base  period  depression  leading  to  relief  under  section  722(b)  (3)  (A)  although, 
of  course,  a  member  of  an  industry  affected  by  factors  illustrated  above  might 
or  might  not  qualify  under  some  other  paragraph  of  section  722(b). 

Second,  a  particular  industry  might  be  so  constituted  as  to  respond  dif- 
ferently than  general  business  to  factors  constantly  affecting  all  business4nd, 
therefore,  considered  to  be  cyclical.  An  extreme  example  of  this  situation  is 
offered  by  the  so-called  "depression"  industries,  i.  e.,  those  which  t«Jid  to  be 
most  prosperous  when  average  earnings  of  all  business  are  low.  Fbr  instance, 
the  earnings  of  certain  types  of  small  loan  companies  typically  and  character- 
istically run  counter  to  those  of  all  business  for  the  reason  that  borrowers 
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require  fewer  small  loans  in  generally  prosperous  periods  than  in  periods  of 
depression.  Another  example  of  this  sort  might  be  found  in  industries  supply- 
ing substandard,  low  priced,  consumers  goods  which  are  in  relatively  greater 
demand  in  periods  of  depression^More  important  from  the  standpoint  of 
section  722,  however,  are  those  industries  which,  because  of  the  nature  of  their 
operations,  characteristically  lag  behind  general  business  in  the  recovery 
phase  of  the  business  cycle.  For  example,  manufacturers  of  certain  heavy 
machinery  used  in  the  production  of  consumers  goods  may  typically  experience 
a  falling  off  of  orders  and  earnings  coincident  with  a  major  recession  in  general 
business  earnings.  The  same  relationship  between  earnings  of  such  manu- 
facturers and  those  of  general  business  does  not  hold  on  the  recovery  phase 
of  the  cycle  because  orders  for  new  manufacturing  machinery  of  such  types 
are  characteristically  deferred  until  sustained  demand  and  sales  for  consumers 
goods  are  established.  This  results  in  a  substantial  lag  in  earnings  for  the 
machinery  manufacturer  as  compared  with  general  business^uch  variations 
from  the  general  business  cycle  as  are  illustrated  above  are  cyclical  because 
the  variations  are  based  on  rational  and  characteristic  relationships  between 
the  cycle  of  a  particular  industry  and  that  of  general  business. 

The  existence  of  the  general  business  cycle  has  been  established  only  by 
the  observation  of  the  various  long-time  historical  series  of  data  which  measure 
economic  activity.  It  follows  that  the  existence  of  a  variant  cycle  for  a  tax- 
payer or  an  industry  should  be  established  in  the  same  way,  i.  e.,  by  the  obser- 
vation of  a  sufficiently  long  history  of  profits  behavior  to  encompass  two  or 
more  cycles  in  order  to  demonstrate  the  characteristic  behavior  of  the  profits 
of  the  taxpayer  and  its  industry,  and  that  the  variations  from  the  experience 
of  general  business  are  due  to  cyclical  causes.  But  this  second  proposition 
encounters  practical  difficulties  at  the  outset.  Many  taxpayers,  and  even  many 
industries,  came  into  existence  or  radically  changed  their  nature  after  1920  so 
that  their  whole  pre-war  life  span  is  encompassed  by  the  relatively  short  period 
of  20  years.  Furthermore,  even  in  those  industries  which  have  a  long  and 
relatively  unchanged  experience,  earnings  data  back  of  1920  are  spotty  and 
unreliable,  and  the  experience  during  and  immediately  after  World  War  I 
can  scarcely  be  considered  as  normal. 

In  this  practical  dilemma  it  is  believed  that  the  only  workable  and 
equitable  rule  is  as  follows: 

1.  If  the  experience  of  the  taxpayer's  industry  is  sufficiently  long  to  cover 
two  or  three  of  its  major  cycles,  the  variance  of  the  industry  cvcle  from  the 
profits  cycle  of  all  corporations  may  be  established  solely  by  reference  to  the 
profits  history  of  the  industry  and  of  business  generally. 

2.  If  the  experience  or  available  data  of  the  taxpayer  and  its  industry  are 
too  limited  to  reveal  the  characteristic  behavior  of  profits,  the  taxpayer  will 
not  necessarily  be  denied  relief.  However,  in  such  circumstances  the  burden 
of  proving  that  the  taxpayer's  earnings  were  depressed  in  the  base  period 
because  of  a  variant  profits  cycle  is  greatly  increased,  since  the  taxpayer  must 
establish  the  existence  and  nature  of  its  cycle  by  inferential  rather  than  by 
direct  evidence. 

It  is  believed  that  the  application  of  the  above  rules  can  best  be  shown 
by  the  following  examples  which  necessarily  are  over-simplified. 
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Figure  1.     VARIANT  PROFITS  CYCLE  INDUSTRIES 
a.    Industry  A  and  General  Business 
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Case  1.  Suppose  that  a  taxpayer's  industry  experienced  two  complete  and 
regular  cycles  in  the  period  1920-1939  as,  for  example,  Industry  A  in 
Figure  1-a.  ^  ^ 

The  industry  profits  cycle  illustrated  is  so  strikingly  different  from  that 
of  general  business  that  no  observer  would  have  difficulty  in  characterizine 

'^  ^^i/uTi'r'  ^^  l^^^^  ^^-^  ^^^  P^"^^^  1920-1939.  Whether  the  same  variance 
would  hold  for  other  periods  is  immaterial  in  such  a  case,  since  the  regularity 
of  the  industry  cycle  is  so  marked,  and  the  correlation  with  general  business 
prohts  so  lacking,  as  to  suggest  almost  conclusivelv  that  the  industry's  profits 
cycle  of  the  20-year  period  is  characteristic  of  and  inherent  in  its  nature. 
Iherefore,  subject  only  to  the  qualification  that  in  the  base  period  the  industry 
might  have  encountered  identifiable  conditions  which  would  permanently 
depress  its  earning  power  as  compared  with  past  experience,  the  taxpayer 
belonging  to  such  industry,  and  having  a  parallel  profits  experience,  may 
reconstruct  its  base  period  earnings  without  further  proof  of  the  causes  of  its 
variant  cycle. 

1  UN  ^^u  ^'  ^y^^  l^  ^  ^^^^  simple  example  than  the  preceding  one  (see  Figure 
1-b)  The  cycle  of  Industry  B,  during  the  period  1920-1939,  differed  from  that 
ot  all  corporations  as  follows : 

J  l^L^^  ^^^^^^  ^^  follow  the  recessions  in  general  business  of  1924    1927 
and  1938.  ' 

(b)  It  led,  or  moved  ahead  of,  the  general  business  downturn  of  1929  by 
two  years.  -^ 

(c)  It  lagged  behind  the  revival  of  1933  by  one  year. 

•  in^.9  J^  re^^ched  a  higher  relative  peak  in  1927  and  a  lower  relative  trough 
m  1933  than  did  general  business. 

(e)    During  the  base  period  as  a  whole  it  had  not  recovered  to  a  level 
relative  to  its  long-time  average,  similar  to  the  experience  of  general  business! 

All  of  the  above  is  suggestive  of  the  possibility  that  Industry  B  has  a 
variant  profits  cycle,  but  the  profits  behavior  for  the  20-year  period  is  insuffi- 
cient to  establish  that  the  lead,  the  lag,  or  the  failure  to  follow  minor  cycles 
of  general  business  is  characteristic  of  the  industry.  The  period  covers  not 
more  than  one  full  cycle  for  Industry  B.  Consequently,  a  taxpayer  that  is  a 
member  of  such  an  industry  must  supply  additional  proof  if  it  is  to  qualify 
""1^n^u^'°"  722(b)(3)(A).  If  the  industry  had  a  substantial  history  prior 
to  IVZO  the  taxpayer  might  be  able  to  show  that  the  one  year  lag  in  the  start 
of  Its  recovery  was  characteristic  of  its  industry's  profits  behavior  at  the 
trough  of  major  depressions.  It  might  also  be  able  to  show  a  characteristically 
greater  amplitude  or  violence  of  fluctuation  than  the  cycle  of  general  business 

Assume,  however,  the  much  more  difficult  situation  in  which  Industry  B 
was  not  in  existence  prior  to  1920  or  had  insufficient  data  prior  to  that  time 
In  such  a  case  the  actual  historical  earnings  data  for  1920-1939  would  be  of 
little  value  in  establishing  the  characteristic  behavior  of  industry  profits  It 
perhaps  could  be  established  on  the  basis  of  historical  data  alone  that  the 
earnings  of  the  industry  characteristically  failed  to  follow  the  minor  recessions 
of  general  business  previously  referred  to.  But  this  proof  would  be  of  no 
consequence  since  the  failure  to  follow  such  minor  recessions  favorably  affected 
the  industry's  base  period  income  rather  than  depressed  it.  The  taxpayer 
would  have  to  show,  first,  that  its  disproportionate  increase  in  earnings  on 
the  upswing  of  the  1920's  was  not  due  to  any  abnormal  or  nonrecurring  circum- 
stances, and  second,  that  its  lag  in  recovery  in  the  1930's  was  due  to  something 
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inherent  in  its  industry,  e.  g.,  the  nature  of  its  product,  the  buying  habits  of 
consumers,  or  some  like  circumstance.  In  other  words,  in  the  absence  of  ade- 
quate historical  proof  it  would  have  to  show  that  the  variation  in  its  profits 
was  due  to  a  rational  and  characteristic  relationship  between  its  cycle  and 
that  of  general  business. 

Up  to  this  point  there  has  been  no  discussion  of  the  primary  qualification 
for  relief  under  section  722(b)(3)(A) — namely,  that  earnings  of  the  taxpayer 
must  be  shown  to  have  been  depressed  in  the  base  period.  This  determination 
requires  a  comparison  of  the  taxpayer's  base  period  earnings  with  those  of  a 
longer  period.  The  period  1922-39  will  generally  be  the  most  appropriate 
longer  period  to  use  in  making  such  a  comparison.  This  is  for  the  reasons  (1) 
that  the  period  1922-39  includes  the  most  recent  periods  of  major  prosperity 
and  depression,  (2)  that  the  level  of  corporate  profits  throughout  such  extended 
period  was  approximately  the  same  as  the  average  of  corporate  profits  during 
base  period  years,  (3)  that  this  period  is  relatively  free  from  any  drastically 
abnormal  influence  such  as  war,  and  (4)  that  more  complete  data  are  available 
for  this  period  than  prior  periods.  If  this  long-term  average  is  to  be  taken  as 
normal,  however,  there  must  be  excluded  any  years  during  which  identifiable 
non-cyclical  circumstances  caused  the  income  of  the  taxpayer  to  be  abnormally 
high  or  low.  Furthermore,  regard  must  be  had  to  significant  changes  in  the 
character  of  the  taxpayer  or  its  industry  in  the  long-term  period.  If,  for 
example,  the  industry  of  the  taxpayer  doubled  or  halved  in  size  during  the 
extended  period,  some  adjustment  would  have  to  be  made  for  this  circumstance 
before  long-time  earnings  could  be  used.  An  obvious  adjustment  would  be 
to  compute  a  ratio  of  earnings  to  capacity.  This  w^ould,  however,  be  unsuitable 
in  many  industries  and  in  any  case  would  constitute  only  a  rough  correction 
for  the  changing  size  of  an  industry  or  a  taxpayer.  In  proper  cases  a  ratio  of 
aggregate  net  earnings  to  total  assets,  capital  assets,  or  net  worth,  taken  alone 
or  in  combination,  may  afford  a  basis  for  adjustment  of  long-time  earnings  to 
income  in  the  base  period. 

(C)    Variant  profits  cycle — Reconstruction. 

(I )  In  reconstructing  base  period  net  income  of  a  taxpayer  under  section 
722(b)(3)(A),  the  period  will  be  considered  as  a  whole  rather  than  by  indi- 
vidual years.  This  is  necessary  since,  as  discussed  above,  the  nature  of  the 
inadequacy  is  the  unrepresentative  character  of  the  base  period  as  a  whole. 
The  reconstruction  will  take  the  form  of  finding  the  average  income  of  the 
taxpayer  for  another  series  of  years  than  the  base  period  which  can  be  consid- 
ered as  normal.  (See  Part  VIII  relating  to  adjustments  under  section  711  for 
a  discussion  of  the  reconstruction  of  the  individual  base  period  years  in  the  case 
of  1940  relief  claims  for  purposes  of  computing  the  income  taxes  which  would 
have  been  applicable  to  the  reconstructed  incomes.) 

In  ascertaining  the  income  of  the  taxpayer  in  other  years  it  is  desirable, 
in  general,  to  use  data  conforming  as  nearly  as  possible  to  the  definition  of 
excess  profits  net  income,  making  any  necessary  adjustments  to  exclude  capital 
gains  and  losses,  tax-exempt  income,  dividends  received  from  domestic  corpo- 
rations, etc.  The  first  step  in  the  analysis  of  such  data  should  invariably  be  to 
make  a  chart  or  graph  of  this  net  income,  if  possible  back  at  least  to  1922. 
Wherever  in  the  following  description  reference  is  made  to  average  base  period 
net  income  the  term  means  the  simple  arithmetic  average  of  the  annual  in- 
comes, deficits  included,  rather  than  the  statutory  average  base  period  net 
income  as  defined  in  section  713,  which  may  reflect  the  application  of  the 
growth  formula,  deficit  rule,  or  75  percent  rule. 
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(2)  If  it  is  possible  to  identify  a  limited  period  or  periods  prior  to  the 
statutory  base  period  when  profits  were  normal  for  the  taxpayer  and  its 
industry  (see  Regulations,  sixth  paragraph  under  section  35.722-3(c)(l)),  then 
the  average  rate  of  profits  during  such  period  or  periods  can  be  used  as  the 
basis  for  reconstructing  normal  earnings.  For  this  rate  of  profits,  it  may  be 
proper  to  employ  the  annual  earnings  in  dollars,  or  it  may  be  desirable  to  use 
some  form  of  ratio  to  total  assets,  capital  assets  or  net  worth,  as  discussed 
above.  One  or  more  of  these  ratios  may  be  of  especial  value  in  case  the  tax- 
payer has  changed  materially  in  size  during  the  period  under  consideration. 

Great  caution  should  be  exercised,  however,  in  the  use  of  any  selected 
period  of  a  few  years  as  representing  a  period  of  normal  profits  for  a  taxpayer. 
Some  taxpayers  have  asserted  that  the  period  of  1926  to  1929,  or  1925  to  1930, 
represents  for  them  a  period  of  normal  earnings.  Only  in  rare  instances,  if 
ever,  could  such  a  position  be  substantiated,  in  view  of  the  fact  that  for  most 
industries  this  period  of  years  represented  the  peak  of  the  most  prosperous 
period  in  recent  history.  Taken  alone,  without  a  corresponding  period  of 
depression,  these  years  cannot  in  any  sense  represent  a  period  of  normal 
earnings. 

(3)  In  most  cases  it  will  be  impossible  to  select,  on  an  objective  basis, 
any  limited  period  of  a  few  years  prior  to  the  statutory  base  period  when 
profits  are  normal  for  the  taxpayer  or  its  industry.  Usually,  it  will  be  necessary 
to  use  the  experience  of  the  taxpayer  and  its  industry  for  an  extended  period 
covering  one  or  more  complete  cycles,  including  the  base  period  as  well  as 
prior  years.  Since  the  objective  is  to  determine  normal  earnings  by  taking 
into  account  both  periods  of  high  and  low  earnings,  care  must  be  exercised 
to  have  the  extended  period  include  one  or  more  complete  cycles.  If  the 
selected  period  were  to  include  one  complete  cycle  and  part  of  a  preceding 
cycle  the  result  would  be  to  give  undue  weight  to  the  portion  of  the  cycle  thus 
duplicated  in  the  extended  period. 

In  selecting  the  extended  period  it  is  therefore  necessary  first  to  identify 
the  stage  in  the  cycle  reached  by  the  taxpayer  and  its  industry  at  the  end  of  the  base 
period.  A  similar  stage  in  the  first,  second  or  third  preceding  cycle  is  then  selected 
as  the  starting  point  of  the  extended  period  to  be  used  for  this  purpose.  If  the 
curve  of  profits  for  the  taxpayer  and  its  industry  appears  to  be  near  its  peak  or 
trough  at  the  end  of  the  base  period,  it  will  be  a  relatively  simple  matter  to 
identify  the  prior  points  corresponding  with  this  position,  since  these  will  be 
at  or  close  to  the  turning  points.  If,  on  the  other  hand,  at  the  end  of  the  base 
period  the  position  of  the  taxpayer  and  its  industry  appears  to  be  nearly  mid- 
way in  the  expansion  or  contraction  phase  of  the  cycle,  it  may  be  more  difficult 
to  determine  precisely  the  equivalent  point  in  the  prior  cycle.  In  this  case, 
however,  it  is  not  necessary  to  identify  the  exact  year  when  the  profits  of  the 
taxpayer  and  its  industry  reached  a  corresponding  position  because,  since  this 
position  is  at  about  the  average  of  the  peaks  and  valleys,  the  use  or  discarding 
of  one  or  two  debatable  years  at  the  beginning  of  the  period  to  be  considered 
will  have  a  negligible  effect  upon  the  average  which  is  to  be  obtained.  If  it  is 
clearly  impossible  to  determine  within  fairly  close  limits  the  stage  of  the 
alleged  cycle  reached  at  the  end  of  the  base  period,  and  to  identify  the  similar 
point  in  a  previous  cycle,  then  this  fact  is  strong  evidence  that  the  taxpayer  and 
its  industry  are  not  cycle  cases  and  cannot  qualify  for  relief  under  section 
722(b)(3)(A). 

As  suggested  above,  it  is  usually  desirable  to  limit  the  extended  period  chosen 
to  years  subsequent  to  1921,  although  profits  in  years  prior  to  that  time  may  be 
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examined  as  an  aid  to  identifying  the  stage  in  the  profits  cycle  reached  at  the 
time  chosen  as  the  beginning  of  the  extended  period.  It  is  likewise  emphasized 
that  the  base  period  years  must  be  included  in  the  extended  period  as  part  of 
the  cycle  experience,  since  the  basis  for  relief  is  the  extent  of  the  depression  in 
profits  during  the  base  period  resulting  from  the  cyclical  behavior  of  profits, 
and  the  base  period  itself  is  a  part  of  the  cycle. 

(4)  Having  determined  the  extended  period  which  will  be  used  as  repre- 
senting the  normal  experience  of  the  taxpayer,  its  average  rate  of  profits  should 
be  determined  for  this  period,  using  for  this  purpose  the  type  of  data  employed 
under  paragraph  (2)  above.  The  complete  experience  of  the  taxpayer  during 
this  extended  period  should  be  employed,  subtracting  the  sum  of  any  deficits 
from  the  sum  of  the  net  incomes,  and  dividing  by  the  number  of  years  repre- 
sented. The  inclusion  of  deficit  years  in  the  average  follows  from  the  fact  that 
in  cases  which  can  qualify  under  section  722(b)(3)(A)  all  periods  (with  the 
exception  of  all  years  in  the  extended  period  when  temporary  and  abnormal 
events  influenced  profits  upward  or  downward)  are  considered  as  a  part  of  the 
normal  profits  experience  of  the  taxpayer.  In  the  very  nature  of  the  case, 
deficits  in  some  periods  may  be  just  as  normal  as  high  earnings  in  others. 

To  illustrate  the  method  of  reconstruction,  assume  that  the  eighteen-year 
period  1922-1939  has  been  selected  to  represent  the  period  of  normal  earnings 
for  the  taxpayer  and  its  industry  and  that,  because  of  changes  in  the  size  of 
the  taxpayer's  business  during  this  period,  it  is  advisable  to  use  the  annual 
ratios  of  net  income  to  net  worth.  The  average  of  these  18  ratios  (deficits 
included)  is  then  obtained  for  the  taxpayer.  Assume  that  this  average  rate  of 
return  for  the  extended  period  was  11  percent. 

(5)  The  next  step  is  to  compute  the  corresponding  average  earnings  for 
the  taxpayer  during  its  base  period  on  the  same  basis.  Continuing  the  illus- 
tration, assume  that  the  average  base  period  ratio  of  net  income  to  net  worth 
is  found  to  have  been  6  percent. 

(6)  A  comparison  of  these  averages  shows  the  extent  by  which  the  tax- 
payer's earnings  during  the  base  period  were  depressed  below  normal.   The 

base  period  average     t 

comparison  may  usually  best  be  shown  by  the  ratio : . 

extended  period  average 
.06 

In  the  illustration  given  this  results  in =  .555,  showing  that  base  earnings 

.11 
were  only  55.5  percent  of  normal. 

(7)  This  does  not  prove  conclusively,  however,  that  the  taxpayer's 
earnings  were  depressed  by  this  amount  due  to  a  variant  profits  cycle  for  itself 
and  its  industry.  In  addition  to  a  depression  because  of  a  variant  profits  cycle, 
the  taxpayer  may  have  been  losing  out  in  the  competitive  race  in  its  industry, 
or  there  may  have  been  one  or  more  years  of  subnormal  income  in  the  base  period 
due  to  a  factor  which  will  qualify  the  taxpayer  for  relief  under  section 
722(b)(1)  or  (2). 

In  general  (subject  to  certain  exceptions  noted  below),  the  variant  cycle 
depression  of  a  taxpayer  during  the  base  period  cannot  exceed  materially  the 
degree  of  base  period  depression  experienced  by  the  industry  of  which  the 
taxpayer  is  a  member,  since  by  definition  cyclical  influences  are  industry-wide 
rather  than  individual  in  their  incidence.  Thus,  it  is  necessary  for  the  taxpayer 
to  show,  with  the  degree  of  accuracy  that  is  practicable,  the  extent  of  the  cycli- 
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cal  depression  of  earnings  suffered  during  the  base  period  by  its  industry.  If 
earnings  data  for  a  representative  group  of  corporations  in  the  industry  are 
available,  the  degree  of  depression  may  be  computed  in  a  manner  similar  to 
that  shown  above  for  the  taxpayer,  care  being  taken  that  the  earnings  for 
individual  corporations  are  represented  in  the  industry  average  in  proportion 
to  the  relative  size  of  the  corporations  in  the  industry.  This  relative  size  may 
be  shov^n  by  volume  of  sales,  capital  investment,  net  worth,  or  some  other 
measure  appropriate  to  the  industry. 

In  comparing  the  degree  of  depression  for  the  taxpayer  with  that  of  its 
industry,  it  must  be  remembered  that  the  data  for  the  industry  represent  only 
an  average  of  the  experience  of  many  corporations,  and  show  only  to  a  degree 
of  approximation  the  "true"  cyclical  picture  of  the  industry.  Thus,  a  slight 
divergence  of  the  result  of  the  above  computation  for  the  taxpayer  from  that 
for  Its  industry  would  be  without  significance.  But  if  the  data  for  the  industry 
should  indicate  base  period  earnings  of  85  percent  of  normal,  compared  with 
the  taxpayer's  55.5  percent  of  normal,  the  need  for  further  scrutiny  is  indicated. 

It  is  possible  that  the  divergence  may  not  indicate  any  difference  in  the 
cycles  of  the  taxpayer  and  its  industry,  but  only  a  difference  in  the  impact  of 
the  cycle  on  the  taxpayer.  For  example,  if  the  taxpayer  customarily  carried 
inventories  substantially  in  excess  of  the  average  of  taxpayers  generally  in  its 
industry,^  the  cyclical  fluctuations,  and  thus  the  degree  of  depression,  in  the 
taxpayer's  profits  would  normally  be  greater  than  those  for  its  industry.  This 
might  explain  the  discrepancy  found  in  the  illustration  given  above.  Or  it 
might  be  demonstrated  that  the  impact  of  the  depression  was  more  severe  in 
a  segment  of  its  industry  represented  by  the  taxpayer  than  in  its  industry  as 
a  whole.  Any  such  contentions  must,  of  course,  be  demonstrated  rather  than 
merely  alleged. 

It  is  recognized  that  in  some  cases  it  will  be  impracticable  to  measure  with 
accuracy  the  degree  of  cyclical  depression  of  profits  suffered  by  the  industry 
of  which  a  taxpayer  is  a  member.  For  instance,  the  industry  may  consist  solely 
of  small,  closely-held  corporations  which  never  publish  financial  reports.  Or 
there  may  be  no  trade  association,  or  the  existing  trade  association  may  never 
have  gathered  earnings  data.  This,  however,  does  not  relieve  the  taxpayer  of 
the  burden  of  showing  by  appropriate  means  the  facts  requisite  to  proof.  If 
pertinent  and  reliable  profits  data  cannot  be  obtained,  substitute  data  may  be 
employed  to  demonstrate  the  nature  of  the  profits  cycle  of  the  taxpayer's 
industry  and  the  degree  of  depression  suffered  in  the  base  period.  Such  substi- 
tute data  might  be  sales  in  either  physical  or  dollar  terms,  quantity  of  raw 
materials  consumed,  power  purchased,  employment,  or  wages  paid — any  data 
showing  satisfactorily  the  cyclical  movements  of  the  business  of  the  taxpayer's 
industry. 

In  summary,  adequate  evidence  of  some  type  must  be  presented  to  show 
what  part  of  the  profits  depression  of  the  taxpayer's  business  (55.5  percent  in 
the  example  given  above)  represents  depression  for  which  relief  may  be 
granted  under  section  722(b)  (3)  (A)  (or  one  of  the  other  paragraphs  of  section 
722(b))  in  contrast  with  that  part  of  the  taxpayer's  profits  depression  which 
may  be  the  result  of  permanent  or  usual  factors  which  do  not  entitle  the  tax- 
payer to  relief. 

(8)  The  final  step  in  reconstruction  is  to  adjust  the  average  base  period 
net  income  of  the  taxpayer  to  the  normal  base  period  level  by  applying  the  ratio 
found  in  step  (7),  which  ratio  represents  the  degree  of  the  taxpayer's  cyclical 
depression.  Suppose  that  in  the  example  above  it  appears  on  examination  of 
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the  pertinent  evidence  that  the  industry  depression  figure  of  85  percent  under- 
states the  profits  cycle  depression  of  the  taxpayer,  but  that  the  taxpayer's  figure 
of  55.5  percent  includes  an  element  of  depression  due  to  factors  not  entitling 
it  to  relief  under  section  722.  Assume  that  75  percent  has  been  shown  to  repre- 
sent the  degree  of  cyclical  depression  of  the  taxpayer's  net  income. 

Suppose  further  that  the  actual  income  of  the  taxpayer  in  the  base  period 
averaged  $60,000.   Then  the  constructive  average  base  period  net  income  of 

$60,000 

the  taxpayer  is =  $80,000. 

.75 

(9)  Many  special  problems  are  bound  to  arise  in  individual  cases  which 
cannot  be  covered  in  a  general  bulletin.  The  investigation  must  be  adapted 
to  the  circumstances  of  the  taxpayer  and  the  data  reasonably  available.  If  the 
taxpayer  has  not  been  in  business  over  a  period  long  enough  to  determine  its 
own  cyclical  profits  experience,  it  is  a  matter  of  judgment  how  rigorous  should 
be  the  proof  required  to  demonstrate  the  similarity  of  its  profits  experience 
with  that  of  the  industry  to  which  it  purports  to  belong.  Statistical  and 
accounting  data  are  by  no  means  the  only  type  of  evidence  to  be  employed 
in  such  cases.  Comparison  of  the  general  circumstances  of  the  taxpayer  with 
those  of  other  comparable  taxpayers  similarly  situated  which  have  been  in 
business  for  a  longer  time  may  be  pertinent.  Having  carefully  established 
the  industry  to  which  the  taxpayer  belongs,  profits  data  for  comparable  con- 
cerns and  for  this  industry  can  be  used  in  lieu  of  the  taxpayer's  data  prior  to 
its  commencement  of  business. 

(10)  It  will  be  observed  that  in  the  reconstruction  of  average  base  period 
net  income  under  section  722(b)(3)(A),  the  normal  income  for  a  taxpayer 
is  usually  considered  to  be  its  average  income  (including  deficits)  over  a  period 
longer  than  the  base  period.  In  general,  the  18-year  period  from  1922  to  1939 
is  recommended.  It  has  been  suggested  that  normal  income  for  purposes  of 
section  722(b)(3)(A)  should  not  be  this  long-time  average,  but  an  amount 
higher  than  this  by  the  same  percentage  that  the  profits  of  business  generally 
in  the  base  period  allegedl}^  exceeded  average  profits  in  a  longer  series  of 
years.  It  is  asserted  that  the  official  data  for  the  Bureau  of  Internal  Revenue 
published  in  the  annual  ''Statistics  of  Income"  reveal  that  corporations  gener- 
ally enjoyed  base  period  earnings  substantially  higher  than  the  long-period 
average.  The  alleged  percentage  varies,  depending  on  the  period  chosen,  the 
scope  of  corporations  included,  and  the  measure  of  earnings  adopted. 

No  such  increased  amount  is  either  contemplated  by  the  statute  or  justified 
by  the  facts.  ^\ 

First,  concerning  the  intent  of  the  statute,  the  objective  under  section  722 
is  the  normal  earnings  of  a  taxpayer,  and  not  normal  earnings  plus  something. 
If,  in  the  case  of  taxpayer  belonging  to  a  variant  profits  cycle  industry,  the 
concept  of  normal  earnings  is  correctly  interpreted  as  being  an  average  of 
earnings  over  a  period  of  one  or  more  complete  cycles,  then  there  is  no  warrant 
for  any  addition  to  the  long-term  average  as  an  element  in  normal  earnings. 

Second,  as  to  the  facts,  the  data  in  the  "Statistics  of  Income".,  correctly 
interpreted,  fail  to  disclose  any  reliable  evidence  that  for  the  average  corpo- 
ration the  rate  of  return  during  the  base  period  differed  marterially  from  the 
rate  of  return  expected  under  average  or  normal  conditions  for  the  18  years 
ending  in  1939.  It  is  true  that  the  data  show  the  annual  average  of  compiled 
net  profit  or  loss  during  the  base  period  to  be  15.5  percent  higher  than  for  the 
18-year  period  1922-1939.    But  if,  in  order  to  approximate  excess  profits  net 
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income,  the  necessary  adjustment  is  made  to  eliminate  tax-exempt  income  the 
difference  is  reduced  to  8.5  percent.  If  a  further  adjustment  i3e  for^nterest 
paid  out  to  ehminate  the  effect  of  a  shift  away  from  borrowed  capita  and  in 
the  direction  of  equity  capital,  the  data  show  average  bLTperfod  earnings 
some  6.6  percent  lower  than  the  18-year  average.  earnings 

The  data  given  in  "Statistics  of  Income",' moreover,  are  bv  no  means 

fl^t  /  fl^^T^^^  T''  '^^  '°"S  P"'°d  ^"^^"-^d.  An  obvious  wea^knessTs  the 
fact  tha    the  data  refer  to  a  growing  number  of  corporations.   Another  factor 

he'yel  s°  ;riortol934 'i,'  ?h  "'V"'^°'"'  V""^  base'period,  as  compared  wth 
ine  years  prior  to  1934,  is  the  change  made    n  that  year  in  the  method  of 

reporing  income,  caused  by  the  removal  of  the  statutory  privilegT  of  filinJ 
corptatS)"'"™'  ''''  ^""^'  corporations  (except  in  ^h^caS  rlifroaf 

(D)    Proof  of  sporadic  profits  experience 
qua.if?;?o^^  feherunder  fj^t^n'^l]  ^3)1^]  ''^lH  of  corporations  which 
fe^i^aTfSLeTtS  -'f  -^'^  '  P^if  io^iiing"^^^^^^  rntr.\,°s^ 

^l^h^ctris'^r^^^^^^^^^^ 

profits.    Thus  ,n  Corporation  C,  aside  from  the  high-profits  years    there  is 

■^M^tn?^  'T^  "^y*^""'  movement-a  low  level  in  the  middle  20's  and  the 

rTtS  mhe'hth'Sr '• '"  ''''  '^'^  ''''  ^"^  '^''y  30-s.'ln  the  case  of'^orjo! 

uprrd  t^end  ifpTofifs.'  '""  "'  -Pe"niposed  on  a  distinct  and  substantll 

sectiin  722(hul\TA^'''^^  ^u^  '^^''\'-  ^^'^V'"^"  movement  of  profits  under 
section  /Z^(b)(3)(A),  as  shown  in  Figure  1,  the  behavior  which  forms  the 

irreJu  ar  fltln^''''  T'""  ^:22(t')(3)(B)  is  characterized  by  The    ha"p  and 

herf  is  a  nerioH  .f"l  .""^"fi'r  ^'^''  ^^  .^"  '^'^  "^^'  ^'  ""^O""  intervals 
Ibove  thenrnd^lt!  ^^^P''°'i*'  accompanying  high  production  substantially 
aDove  the  production  and  profits  levels  of  adjacent  periods. 

<^.tAV^  the  case  of  variant  cycle  taxpayers,  reference  should  be  had  only  to 

income.     Again    as  discussed  above  in  connection  with  variant  cvcle  cases 
care  must  be  taken  to  deal  with  data  which  are  representativrof  the  taxpayer' 
during  the  base  period.    Thus,  if  there  have  been  significant  changes  dS 
the  period  s  udied  in  the  size  of  the  taxpayer  as  measured  by  physicaTcapac  tv 
capital  assets  or  net  worth,  a  ratio  of  annual  earnings  to  one  of  these  factors 
Ss."  ""P'°^'^  '"  '^'  """'y^"  '"^^^^'^  °f  '^'  annual  earnings  in 

1922^1926  19'^^  °nnl^?4^""  ^'  '''°^"  '"  ?^.""  2  't  is  apparent  that  the  years 
luZ  '  lu     '  ?  ,    ^V^  "y^""^  y^^"  '"  ^hich  profits  were  substantially  hieher 

than  the  general  level  existing  at  the  time.  The  general  level  aside  from 
these  high-profits  years,  was  not  constant  throughout  the  twenty-vear  oerio^ 
shown,  but  was  at  a  fluctuating  level  having  somi  relation  ^gen^er^al  business 
conditions;  thus,  the  level  of  profits  in  the  late  1920's  was  somewhat  hi^^her 
than  in  the  early  1930's.  This  illustrates  the  fact  that  sp^rad  c^S  maf  be 
superimposed  on  a  fluctuating  level.  In  the  case  of  Taxpayer  D  it  is  ap^t 
that  the  taxpayer  was  enjoying  a  steady  and  substantial  rise  in  its  level  o 
earnings,  in  addition  to  having  six  years  of  sporadically  high  profits  In  both 
cases  ,t  should  be  noted  that  the  mere  existence  of  the  fluctuations  in  profits 
does  not  qualify  the  taxpayer  for  relief.  proms 
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Figure  2.    SPORADIC  PROFITS  TAXPAYERS 
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(2)  To  qualify  under  section  722(b)  (3) (B),  the  profits  experience  of  the 
taxpayer  must  meet  several  additional  conditions : 

First,  the  jagged  fluctuations  must  be  normal  to  the  taxpayer  and  its 
industry;  they  must  not  be  windfall  profits  due  to  unusual  circumstances 
unlikely  to  be  repeated,  for  in  that  case  their  inclusion  in  the  extended  period 
of  comparison  would  not  yield  normal  profits.  These  high-profits  years  must 
be  exceptional  only  in  the  sense  that  they  do  not  occur  with  regularity  •  they 
must  however,  occur  with  moderate  frequency  if  they  are  to  qualify  as  charac- 
teristic of  the  industry.  ^  Jf        ^   <xia^ 

Second  it  must  be  shown  that  the  base  period  includes  no  instance  of  such 
periods  of  high  profits  or  that  such  instances  included  in  the  base  period  are 
either  less  frequent  or  less  favorable  than  is  normally  expected.  This  will  be 
discussed  in  more  detail  below  under  "reconstruction  " 

^..  ^^'''^:  ^u  "^T  ^^^'^T  ""^  f  ^^^^"  ^22(^)  (^)  (^)'  the  profits  in  the  sporadic 
years  must  be  substantially  and  strikingly  higher  than  profits  in  adjaceni  years. 
1  he  mere  fluctuation  of  profits  does  not  constitute  proof  of  the  sporadic 
behavior  referred  to  in  the  statute,  since  such  minor  fluctuations  are  universal 
m  all  industries. 

(3)    No  extended  period  of  uniform  length  can  be  prescribed  for  examina- 
tion in  order  to  determine  the  frequency  of  sporadic  and  intermittent  periods 
when  high  production  and  profits  occurred,  and  the  extent  of  their  increases 
over  other  periods.    The  length  of  such  period  will  depend  upon  the  frequency 
ot  high  profits  years.     If  these  years  are  relatively  frequent,  say  every  three 
or  tour  years,  the  extended  period  would  not  need  to  be  as  long  as  if  they 
occurred  at  longer  intervals,  say  every  eight  or  ten  years.    Caution  must  be 
observed,  however,  not  to  restrict  the  investigation  to  an  unduly  short  period, 
especially  in  the  late  1920's,  for  an  unusual  bunching  of  high  profits  periods 
might  occur  at  that  time  and  none  at  all  in  the  next  preceding  five  or  six  years 
in  general,  it  would  seem  necessary  to  consider  the  profits  experience  of  the 
taxpayer  and  its  industry  for  at  least  10  or  15  years  prior  to  the  base  period. 
It  IS  important  to  note  that  the  base  period  itself  must  be  included  in  the 
extended  period  to  be  considered.    The  high-profits  experience  of  the  taxpayer 
and  Its  industry  may  be  inadequately  represented  in  the  base  period,  but  this 
period  nevertheless  constitutes  a  part  of  their  recent  experience.    To  exclude 
the  base  period  might  introduce  a  distortion  into  the  measurement  of  the 
normal  expectancy  of  high-profits  periods,  for  it  is  possible  that  these  periods 
were  bunched  together  immediately  prior  to  the  base  period. 

r  u'^V  ^^}^^\^  ^s  satisfactory  evidence  of  sporadic  and  intermittent  periods 
ot  high  production  and  profits  over  an  extended  period,  examination  should  be 
made  to  ascertain  whether  there  are  corresponding  sporadic  and  intermittent 
periods  of  low  production  and  profits.  If  these  are  found,  their  frequency  and 
severity  must  be  determined  and  taken  into  account  along  with  the  periods  of 
high  profits^ This  follows  from  the  fact  that  what  is  sought  under  the  whole 
ot  section  722  is  a  fair  and  just  amount  representing  normal  earnings.  Thus 
It  sporadic  periods  of  low  production  and  earnings  are  normal  to  the  taxpayer 
and  Its  industry,  they  constitute  just  as  much  a  part  of  the  fair  standard  of 
normal  earnings  as  do  the  sporadic  periods  of  high  production  and  profits. 

(E)    Sporadic  profits  experience — Reconstruction. 

(1)  Having  determined  that  the  taxpayer  has  met  the  test  of  demon- 
strating that  Its  production  and  profits  experience,  together  with  that  of  it*^ 
industry,  is  characterized  by  sporadic  and  intermittent  periods  of  high  produc- 
tion and  profits,  the  next  step  is  to  determine  whether  such  periods  are 
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inadequately  represented  in  the  base  period  years,  and,  if  so,  to  reconstruct 
the  normal  earnings  of  the  taxpayer.  The  computation  to  determine  the  con- 
structive average  base  period  net  income  will  answer  both  of  these  requirements. 

Having  determined  the  length  of  the  extended  period  to  be  considered,  as 
discussed  above,  there  are  at  least  two  methods  for  computing  the  constructive 
average  base  period  net  income.  Wherever  in  the  following  discussions  ref- 
erence is  made  to  average  base  period  net  income,  the  term  means  the  simple 
arithmetic  average  of  the  annual  incomes,  deficits  included,  rather  than  the 
statutory  average  base  period  net  income  as  defined  in  section  713,  which  may 
reflect  the  application  of  the  growth  formula,  deficit  rule,  or  75  percent  rule. 

(2)  The  first  method,  as  suggested  by  the  regulations,  is  to  proceed 
exactly  as  in  the  case  of  a  variant  profits  cycle  case  as  discussed  in  section  (C) 
herein.  Since  the  essential  nature  of  the  depression  of  the  base  period  net 
income  is  the  same  in  both  cases,  namely,  that  the  base  period  is  unrepresent- 
ative of  the  normal  experience  of  the  taxpayer,  the  reconstruction  can  proceed 
along  similar  lines.  This  method  will  be  especially  useful  in  such  cases  as 
Taxpayer  C  in  Figure  2,  where,  in  addition  to  the  sporadic  high-profits  years, 
there  is  evidence  of  some  cyclical  influence,  and  there  is  no  distinguishable 
long-time  upward  or  downward  trend  in  profits.  Just  as  in  the  case  of  recon- 
struction under  section  722(b)(3)(A),  if  dollar  amounts  of  annual  income  are 
employed,  the  average  of  the  annual  incomes  (deficits  included)  over  the 
extended  period  is  used  as  the  constructive  average  base  period  net  income. 
If  ratios,  such  as  net  income  to  net  worth,  are  employed  to  represent  earnings 
in  each  year,  a  fraction  is  formed  having  as  its  numerator  the  average  of  these 
ratios  during  the  base  period,  and  as  its  denominator  the  average  of  the  ratios 
during  the  extended  period.  The  average  base  period  net  income,  in  dollars, 
is  then  divided  by  this  fraction  to  find  the  constructive  average  iDase  period 
net  income. 

(3)  In  some  cases,  however,  this  method  of  reconstruction  will  be  of 
questionable  validity,  either  because  there  may  be  a  trend  upward  or  downward 
in  the  net  income  of  the  taxpayer  or  because  of  some  extraordinary  factor 
with  a  significant  influence  on  the  profits  experience  of  the  taxpayer  and  its 
industry.  In  the  case  of  Taxpayer  D  in  Figure  2,  for  instance,  it  would  ob- 
viously be  inequitable  to  reconstruct  the  average  base  period  net  income  of  the 
taxpayer  on  the  basis  of  the  average  of  the  twenty-year  period,  since  the 
growth  in  earnings  has  carried  the  taxpayer  during  the  base  period  well  above 
the  long-term  average.  In  other  cases  there  may  have  been  in  the  earlier 
period  several  years  of  high  earnings  due  to  influences  which  were  no  longer 
operative  in  the  base  period,  so  that  there  would  be  no  justification  for  con- 
sidering the  average  for  the  longer  period  as  being  the  constructive  average 
base  period  net  income. 

It  must  be  remembered  that  an  adjustment  is  to  be  made  only  for  the 
absence  or  inadequate  representation  during  the  base  period  of  years  of  high 
production  and  profits,  and  not  for  all  of  the  influences  that  may  have  affected 
the  profits  of  the  taxpayer  in  the  extended  period.^  If  there  is  a  complex  series 
of  such  influences,  it  may  be  found  desirable  to  adopt  another  method  of  recon- 
structing average  base  period  net  income. 'This  method  may  be  stated  briefly 
in  three  steps :  (a)  determine  for  each  high-profits  year  in  the  extended  period 
the  percentage  by  which  profits  exceed  the  level  of  adjacent  years ;  (b)  average 
these  percentages  for  the  extended  period  and  then  for  the  base  period  alone ; 
and  (c)  multiply  the  average  base  period  net  income  by  the  ratio  of  the 
extended  period  average  percentage  to  the  base  period  average  percentage,  /f 
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Details  of  the  steps  follow : 

(a)  For  purposes  of  explanation,  the  years  during  which  high  profits 
d.d  not  occur  are  defined  as  "standard"  years,  and  inihe  present  method 
these  are  considered  as  100  percent.  The  first  step  is  to  determine  for 
lr^fi?=  •"  Tu"!'  '"<='"'•'"&  the  base  period,  the  amount  by  which  the 
profits  in  each  high-profits  year  exceeded  the  profits  in  the  "standard" 

l!V  u-^u""'i  "^  ""?  P"rP°^e  the  profits  ratio  (or  the  net  income)  for 
each  high-profits  year  is  divided  by  the  average  of  the  ratios  (or  net 
incomes)  for  the  two  or  more  adjacent  years  before  and  after  the  high- 
profits  year.  In  this  process  each  "standard"  profits  year  is  usually  con- 
sidered only  once  in  relationship  either  to  a  preceding  or  succeeding 
high-profits  year,  but  it  may  be  considered  in  two  such  comparisons  if 
necessary     If  there  are  any  years  of  sporadic  low  profits,  the  percentage 

rt  Ta  °1  ^^^^  ?^  -^^^^  }"  '^^  ^^J='""t  "standard"  years  is  likewise  cfl- 
culated,  the  result  in  each  case  being  a  percentage  lower  than  100  The 
average  IS  then  taken  of  the  percentages  for  all  years  including  "standard- 
years  taken  as  100.  (It  may  be  found  convenient,  as  described  below  first 
to  get  the  averages  separately  for  the  high  and  low  profits  years.)  The 
number  of  high  and  low-profits  years,  and  the  total  number  of  years  in  the 
extended  period  are  then  noted,  and  the  results  are  combined  as  illustrated 

ttflT.  °^  i""'"^  '^^^''f;;^^^  percentage  relationship  of  normal  profits  in 
the  extended  period  to  the  100  percent  level  of  profits  in  the  "standard"  years 
fif.hl^  '""strate  this  method  the  example  given  in  the  regulations  (in  the 
pllfollows'-''''        ^^"'°"  ^^•^22-3(c)  (2))  will  be  worked  out.    The  exam- 

Net  Income  (in  Thousands  of  Dollars) 


1926 

1927 

1928 

1929 

1930. 

1931. 

1932 


.50 
10 

.15 

55 

12 

.45 

.18 


1933 
1934 
1935 
1936 
4937 
1938 
1939 


25 
20 
.48 
.151 
.28 
.18 
lOj 


Average  17.8 


As  the  first  step  in  any  such  analysis,  it  is  suggested  that  a  simple 
chart  or  graph  be  made  to  aid  in  the  identification  of  the  high-profits  years 
and  to  determnie  the  grouping  of  years  for  comparison.  Such  a  chart  follows:' 
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It  is  obvious  that  the  years  1926,  1929,  1931  and  1935  are  years  of 
sporadic  high  profits.  Some  question  might  arise  concerning  the  year 
1937,  but  for  the  present  this  will  likewise  be  considered  to  be  a  year  of 
high  profits.    These  years  are  circled  on  the  chart. 

The  next  step  is  to  group  the  years  so  that  each  high  profits  year  may 
be  compared  with  adjacent  ''standard"  years.  In  two  cases  in  the  present 
example  a  given  "standard"  year  is  used  twice  in  such  a  comparison,  the 
year  1930  being  in  a  comparison  for  1929  and  1931,  and  the  year  1936  in 
a  comparison  for  1935  and  1937.  There  is  no  logical  objection  to  this 
double  use  of  an  individual  year,  since  the  only  purpose  is  to  measure 
the  magnitude  by  which  each  high-profits  year  exceeds  the  level  of  adja- 
cent years.  Having  decided  upon  the  grouping  of  years  for  comparison, 
the  computation  can  be  conveniently  made  as  follows : 


Hiffh-Proflts  Years 


Adjacent  "Standard"  Years 


Group 
No. 


Year 


Profits 


Years 


Profits 


Average 


Ratio  of 
High  Profits 

Years  to 
Adjacent  Years 


1. 

2. 

3. 


1926 
1929 

1931 


$50 

$55 

$45 


1927 


$10 


4. 


5. 


1935 


1937 


$48 


$28 


1928 
1930 

$15) 
121 

1930 
1932 
1933 

512" 
18- 

25 

1934 
1936 

$20) 
15l 

1936 
1938 
1939 

$151 
18 
lOJ 

$13.5 


500% 
407% 


$18.3 


$17.5 


246% 


274% 


$14.3 


196% 


Average  for  Extended  Period 325% 

It  appears,  then,  that  in  the  fourteen  years  covered  there  were  five 
years  of  sporadic  high  profits  in  which,  on  the  average,  profits  were  325 
percent  of  their  level  in  adjacent  years.  This  leaves  nine  "standard" 
years  in  which  profits  are  taken  to  be  100  percent.  Thus  for  the  extended 
period,  the  average  percentage  relationship  of  profits  can  be  computed 
as  follows: 


Extended  Period: 

(5  X  325)  +  (9  X  100)       1625  +  900      2525 


14 


14 


14 


=  180.4% 


This  means  that  in  the  extended  period,  on  the  average,  profits  were 
80.4  percent  above  the  level  in  the  "standard"  or  non-high-profits  years. 
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(b)  The  next  step  is  to  make  a  similar  computation  for  the  base 
period.  In  the  example  there  was  one  year  in  four  when  profits  were  196 
percent  (group  5)  of  adjacent  years.    The  computation  is  thus  as  follows : 


Base  Period. 


(1  X  196)  +  (3  X  100)       4% 


=  124% 


This  shows  that  in  the  base  period  the  average  level  of  profits  is  24 
percent  above  the  "standard"  of  the  non-high-profits  years.  Since  this 
excess  is  less  than  that  found  above  for  the  extended  period,  the  taxpayer 
is  entitled  to  relief,  and  the  extent  is  computed  as  follows : 

(c)  The  adjustment  to  be  applied  to  the  base  period  net  income  is 
computed  by  forming  the  ratio: 

Extended  Period  Percentage  Relationship 
Base  Period  Percentage  Relationship 


Thus  in  the  example : 
Adjustment : 


180.4% 


=  1.455 


124    % 

This  shows  that  the  average  base  period  net  income  for  the  taxpayer  must 
be  multiplied  by  1.455,  or  raised  by  45.5  percent,  in  order  to  adjust  for 
the  inadequate  representation  in  the  base  period  of  periods  of  high  pro- 
duction and  profits.  In  the  example  given,  the  average  base  period  net 
income  is  $17,800.  Thus  the  constructive  average  base  period  net  income 
is  computed  as  follows : 

C.A.B.P.N.I.:        $17,800  X  1.455  =  $25,900 

It  is  interesting  to  note  that  in  this  case  the  result  obtained  by  taking 
the  14-year  average  of  profits  (paragraph  (2)  above)  is  approximately  the 
same  as  that  just  obtained,  namely,  $26,400  compared  with  $25,900. 

It  is  obvious  that  this  method  of  computation  is  not  purely  mechan- 
ical or  automatic,  but  includes  an  element  of  judgment  both  in  the 
identification  of  certain  years  as  high-profits  years,  and  in  the  choice  of 
adjacent  years  for  comparison. 

4.  A  second  example  will  illustrate  a  case  where,  in  the  extended  period, 
there  were  certain  years  of  sporadically  low  profits.  Assume  that  in  the 
extended  period  there  were  four  years  out  of  eighteen  with  high  profits,  and 
that  the  average  relation  of  profits  in  these  years  to  profits  in  standard  years 
was  240  percent  (as  found  in  the  first  step).  Assume,  secondly,  that  two  years 
out  of  the  eighteen  were  low-profits  years  with  average  profits  only  75  percent 
of  standard.  It  follows  that  the  remaining  twelve  years  were  "standard",  or 
100  percent.    The  steps  are  as  follows : 
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(a)    The  average  percent  relationship  of  the  extended  period  would 
then  be  computed  as  follows : 


Extended  Period: 

(4  X  240)  +  (2  X  75)  +  (12  X  100)      960  +  150  +  1200      2310 


18 


18 


18 


=  128.3% 


This  means  that  in  the  extended  period,  on  the  average,  profits  were  28.3 
percent  above  the  level  in  the  "standard"  or  non-high-profits  years. 

(b)  The  next  step  is  to  make  a  similar  computation  for  the  base 
period.  Assume  that  one  year  out  of  the  four  was  a  high-profits  year  w4th 
profits  30  percent  above  adjacent  years,  and  that  there  were  no  years  of 
low  profits.    The  computation  would  then  be  as  follows : 


Base  Period: 


(1  X  130)  +  (3  X  100)       130  +  300      430 


4 


=  107.5% 


This  shows  that  in  the  base  period  the  average  level  of  profits  is  only  7.5 
percent  above  the  standard  of  the  non-high-profits  years.  Since  this 
excess  is  less  than  that  found  above  for  the  extended  period,  the  taxpayer 
is  entitled  to  relief,  and  the  extent  is  computed  as  follows : 

(c)    The  adjustment  to  be  applied  to  the  base  period  net  income  is 

128.3% 

computed  by  forming  the  ratio =  1.193. 

107.5% 

Thus,  the  average  base  period  net  income  of  the  taxpayer  must  be  multi- 
plied by  1.193,  or  raised  by  19.3  percent,  in  order  to  adjust  for  the  inade- 
quate representation  of  periods  of  high  production  and  profits.  Assuming 
that  the  average  base  period  net  income  of  the  taxpayer  had  been  $50,000, 
then  the  constructive  average  base  period  net  income  would  be  $50,000  X 
1.193  =  $59,650. 

(5)  As  a  final  example,  assume  that  for  another  taxpayer  in  six  years 
out  of  fifteen  profits  were  high  and  averaged  130  percent  of  the  adjacent 
standard  years,  and  that  there  were  no  years  of  substandard  income.  Suppose 
that  in  one  year  of  the  base  period  profits  were  190  percent  of  standard.  The 
computation  would  be  as  follows : 


Extended  Period: 

(6  X  130)  +  (9  X  100)       780  +  900       1680 


15 


15 


15 


-  112% 


Base  Period: 


(1  X  190)  -f  (3  X  100)       190  +  300      490 


=  122.5% 
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This  shows  that  the  base  period  is  not  an  inadequate  standard  of  normal 
earnings  as  compared  with  the  extended  period,  and  no  relief  is  warranted, 
liven  though  the  frequency  of  the  occurrence  of  high-profits  years  in  the  base 
period  IS  inadequately  represented  (1  year  in  4  as  compared  with  2  years  in  5 
'".u^i^^n''^^"'^^'^  P^"od),  the  extent  of  the  increase  (190  percent  as  compared 
with  130  percent  in  the  extended  period)  is  more  than  sufficient  to  compensate 
tor  the  inadequate  frequency. 
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Law.— Section  722(b)(4). 
Regulations.—SecUon  35.722-3(d). 

(A)     General  rule. 

In  order  for  a  taxpayer  to  obtain  relief  through  the  provisions  of  section 
722(b)(4)  it  must  be  entitled  to  use  the  excess  profits  credit  based  on  income 
and  it  must  establish — 

(1)  That  it  commenced  business  or  changed  the  character  of  its  busi- 
ness either  during  or  immediately  prior  to  the  base  period ;  and 

(2)  That  because  of  such  commencement  or  change  in  character  its 
actual  average  base  period  net  income  is  an  inadequate  standard  of  its 
normal  earnings  for  the  entire  base  period;  and 

(3)  The  fair  and  just  amount  representing  normal  earnings  to  be  used 
as  a  constructive  average  base  period  net  income. 

The  relief  afforded  by  sections  722(b)(1),  (2),  and  (3)  is  based  upon  the 
existence  of  factors  which  adversely  affect  the  average  base  period  net  income. 
In  contrast,  the  relief  afforded  by  section  722(b)(4)  is  based  upon  the  exist- 
ence of  factors  which  produce  a  higher  level  of  normal  earnings  than  the  level 
of  earnings  which  existed  during  the  base  period  as  a  whole.  If  the  entire  base 
period  does  not  reflect  normal  operations  based  upon  the  new  or  changed  cir- 
cumstances, the  average  base  period  net  income  is  deemed  to  be  an  inadequate 
standard  of  normal  earnings. 

A  taxpayer  seeking  relief  under  sections  722(b)(1),  (2)  or  (3)  is  in  effect 
asserting  that  its  base  period  is  normal  except  for  the  abnormal  circumstances. 
Presumably,  such  a  taxpayer  would  have  established  its  place  in  its  industry 
by  the  beginning  of  its  base  period.  It  would  already  have  experienced  periods 
of  normal  operations  in  which  normal  earnings  were  realized.  A  taxpayer 
seeking  relief  under  section  722(b)  (4)  may  have  no  periods  of  normal  earnings. 
It  is  requesting  relief  either  because  it  did  not  reach  during  the  base  period  an  estab- 
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lished  position  in  its  industry  and  its  level  of  normal  operations,  or  because  it 
attained  such  position  and  level  during  only  part  of  the  base  period.  In  either 
event,  the  taxpayer  does  not  have  normal  earnings  for  the  entire  base  period 
based  upon  such  normal  operating  conditions. 

Merely  because  the  taxpayer  has  commenced  business  or  changed  the 
character  of  its  business  immediately  prior  to  or  during  the  base  period  does 
not  mean  that  it  is  entitled  to  relief  under  section  722(b)(4).  In  addition,  it 
must  establish  that  its  average  base  period  net  income  is  inadequate  as  a  stand- 
ard of  normal  earnings  because  it  does  not  reflect  the  normal  operation  of  the 
new  or  changed  business  for  the  entire  base  period. ^Ordinarily,  an  inadequacy 
will  exist  if  the  period  of  development  which  follows  the  commencement  or 
change  falls  within  the  base  period.  However,  the  inadequacy  may  have  been 
compensated  for  by  the  use  of  the  growth  formula  under  section  713(f)  which 
may  have  resulted  in  an  actual  average  base  period  net  income  equal  to  the 
income  for  the  last  base  period  year.  Likewise,  windfall  income,  or  income 
derived  from  war  or  other  abnormal  circumstances,  may  give  rise  to  an  average 
base  period  net  income  which  is  equal  to  or  better  than  a  constructive  average 
base  period  net  income  which  does  reflect  normal  operations  of  the  new  or 
changed  business  for  the  entire  base  periody^ 

To  be  entitled  to  relief  under  section  7i2 (b)(4),  the  taxpayer  must  show 
that  the  commencement  or  change  in  character  occurred  as  the  result  of 
normal  conditions.  Normal  operations  cannot  result  from  abnormal  circum- 
stances or  conditions.  (See  G.  C.  M.  24013  (C.  B.-1943,  794).)  Hence,  it  is 
necessary  that  the  taxpayer  present  facts  not  only  with  respect  to  the  existence 
of  the  commencement  or  change  but  also  with  respect  to  the  specific  circum- 
stances or  reasons  causing  the  change  or  commencement. 

Many  claims  have  been  filed  which  are  based  on  a  commencement  or 
change  in  character  caused  by  events  resulting  from  the  war.  War  must  be  con- 
sidered an  abnormal  event.  Thus,  in  those  instances  where  a  change  in  charac- 
ter is  for  the  purpose  of  manufacturing  war  material,  the  change  must  be 
considered  an  event  stemming  directly  from  the  war  and  therefore  abnormal. 
This  must  be  so  even  though  the  taxpayer  is  regularly  a  producer  of  ordnance 
material.  It  is  also  true  regardless  of  the  fact  that  the  change  may  have  normal 
peacetime  utility. 

This  position,  however,  should  not  be  C(Mistrued  to  include  all  taxpayers 
which  are  engaged  in  the  production  of  war  material  during  the  excess  profits 
tax  taxable  years.  If  the  change  forming  the  basis  of  the  claim  was  motivated 
by  peacetime  conditions  it  resulted  from  normal  events  and  the  fact  that  the 
change  was  later  utilized  in  war  production  is  not  a  bar  to  relief. 

The  principles  expressed  in  G.  C.  M.  24013  are  not  to  be  limited  in  their 
application  to  the  specific  type  of  situation  therein  covered  so  as  to  be  confined 
to  events  stemming  directly  from  the  existence  of  war.  For  example,  the  heavy 
armament  programs  of  various  nations  prior  to,  as  well  as  after,  the  actual  out- 
break of  war  in  September,  1939,  are  considered  to  have  ])rc)duced  certain 
abnormal  conditions.  Under  these  programs  some  manufacturers,  particularly 
producers  of  material  which  is  necessary  in  preparing  for  war,  received  un- 
usually large  orders  for  their  products  well  in  advance  of  actual  hostilities. 
Sales  by  the  manufacturer  or  selling  agent  of  such  material  could  not  have 
been  expected  to  continue  under  normal  conditions  in  the  volume  realized 
during  the  rearmament  period.  This  is  equally  true  in  the  case  of  sales  made 
by  producers  to  other  concerns  supplying  war  orders.  Accordingly,  normal 
earnings  cannot  be  constructed  on  the  basis  of  such  abnormal  conditions.  If  a 
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taxpayer's  contentions  under  section  722(b)(4)  are  predicated  upon  other  cir- 
cumstances which  are  fortuitous  or  transitory  it  is  not  entitled  to  relief  for  the 
reason  that  such  circumstances,  being  of  a  temporary  nature,  cannot  produce 
normal  earnings  for  the  purposes  of  section  722. 

>^he  commencement  or  change  in  the  character  of  the  business  must  have 
occurred  during  or  immediately  prior  to  the  base  period.  The  words  "imme- 
diately prior  to  the  base  period"  do  not  necessarily  refer  to  a  brief  or  specified 
period  of  time.  It  is  the  causal  relationship  between  the  commencement  or 
change  and  the  inadequacy  of  the  base  period  earnings  which  is  important,, 
and  not  the  mere  length  of  time  prior  to  the  beginning  of  the  base  period 
that  the  event  occurred. ^Thus,  the  commencement  or  change  will  generally 
be  considered  to  have  occurred  immediately  prior  to  the  base  period  if  the 
normal  level  of  earnings  attributable  to  the  commencement  or  change  would 
not  be  reached  until  after  the  beginning  of  the  base  period.  Conversely,  if  the 
period  of  initial  development  ordinarily  required  by  a  business  to  perfect  its 
internal  operations  and  establish  its  position  in  the  industry  had  been  com- 
pleted by  the  beginning  of  the  base  period,  the  commencement  or  change  in 
character  will  not  be  considered  to  have  occurred  immediately  prior  to  the 
base  period. 

If  the  normal  level  of  earnings  attributable  to  the  commencement  or 
change  was  reached  some  time  prior  to  the  base  period,  so  that  the  entire  actual 
base  period  net  income  reflected  the  full  normal  level  of  earnings,  such  com- 
mencement or  change  will  not  be  considered  to  have  occurred  immediately 
prior  to  the  base  period  for  the  purposes  of  section  722(b)  (4).  If  such  a  situa- 
tion would  have  occurred  but  for  the  fact  that  the  earnings  for  the  first  base 
period  year  were  abnormally  depressed  because  of  an  unrelated  event,  the 
commencement  or  change  will  not  be  considered  to  have  occurred  immediately 
prior  to  the  base  period.  In  such  case  there  is  no  causal  relationship  between 
the  commencement  or  change  and  the  inadequacy  of  the  actual  base  period  net 
income. 

For  example,  suppose  a  calendar  year  taxpayer  commenced  or  changed 
the  character  of  its  business  in  1933  and  under  ordinary  circumstances  attained 
its  normal  level  of  earnings  in  1935.  However,  because  of  a  strike  or  fire  the 
income  for  1936  was  abnormally  depressed.  The  inadequacy  of  the  base  period 
income  for  the  year  1936  is  not  caused  by  the  commencement  or  change  in  1933 
and  accordingly  the  commencement  or  change  is  not  deemed  to  have  occurred 
immediately  prior  to  the  base  period. 

The  length  of  time  which  has  elapsed  between  the  commencement  or 
change  in  character  of  the  business  and  the  attainment  of  a  normal  level  of 
earnings  resulting  from  such  factor  is  not  to  be  ignored,  however.  The  longer 
this  period  of  time,  the  more  difficult  it  becomes  to  substantiate  a  causal 
relationship. 

Under  section  r22(b)(4),  the  factor  causing  the  inadequacy  in  the  actual 
average  base  period  net  income  is  the  commencement  or  change  in  character 
which  results  in  the  failure  of  the  actual  average  base  period  net  income  to 
reflect  the  normal  operations  of  the  new  or  changed  business  for  the  entire  base 
period.  The  determination  of  the  fair  and  just  amount  representing  normal 
earnings  therefore  requires  a  reconstruction  of  earnings  for  the  entire  base 
period  to  reflect  normal  operations  for  the  new  or  changed  business.  The 
second  sentence  of  section  722(b)(4)  provides  the  following  rule  to  be  used  in 
determining  the  level  of  normal  earnings  at  the  end  of  the  base  period  attribu- 
table to  the  new  or  changed  business : 
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"If  the  business  of  the  taxpayer  did  not  reach,  by  the  end  of  the  base  period,  the 
earning  level  which  it  would  have  reached  if  the  taxpayer  has  commenced  business  or 
made  the  change  in  the  character  of  the  business  two  years  before  it  did  so,  it 
shall  be  deemed  to  have  commenced  the  business  or  made  the  change  at  such 
earlier  time." 

This  provision,  known  as  the  two-year  push-back  rule,  is  desig^ned  to 
permit  reconstruction  of  the  entire  base  period  by  taking  into  account  the  level 
of  earnings  which  would  have  existed  at  the  end  of  the  base  period  had  the 
taxpayer  had  the  advantage  of  two  years*  lengthened  experience  under  normal 
conditions.  Theoretically,  the  push-back  rule  must  be  applied  to  all  section 
722(b)  (4)  cases  to  determine  whether  the  taxpayer  is  entitled  to  use  a  constructive 
average  base  period  net  income  based  on  a  higher  level  of  earnings  than  was 
actually  reached  by  the  end  of  the  base  period.  However,  in  many  cases  it  will 
be  apparent  that  the  business  of  the  taxpayer  does  reflect  the  full  effect  of  the 
commencement  or  change  by  the  end  of  the  base  period.  In  such  cases,  it  is 
unnecessary  to  give  any  further  consideration  to  the  push-back  rule,  since  the 
actual  earning  level  will  be  taken  into  account  in  reconstruction  of  base  period 
net  income. 

(B)  Commencement  of  business — Scope. 

The  application  of  section  722(b)(4)  is  limited  to  taxpayers  which  "*  *  ♦ 
either  during  or  immediately  prior  to  the  base  period,  commenced  business  or 
changed  the  character  of  the  business."  The  words  "commenced  business"  do 
not  have  the  same  meaning  as  "in  existence."  Ordinarily,  a  corporation  com- 
mences business  when  it  starts  the  business  operations  for  which  it  was 
organized ;  it  comes  into  existence  on  the  date  of  its  incorporation. 

In  the  case  of  Evereadv  Loan  Company,  Petitioner  v.  Commissioner  of  Internal 
Revenue,  2  T.  C.  1035  [CCH  Dec.  13,600],  the  Tax  Court  stated: 

"Congress,  in  the  exercise  of  its  sovereign  power  to  tax,  might  have  set  forth,  in 
most  unequivocal  language,  the  test  to  be  applied  in  ascertaining  when  a  domestic 
corporation  was  *in  existence'  for  the  purposes  of  section  712(a).  It  would  be  a 
simple  matter  to  have  specifically  made,  beyond  any  question  whatever,  the  actual 
conduction  of  business  the  test.  Such  requirement  would  have  been  binding 
and  conclusive    *     *     *." 

and  later : 

but  it  may  exist  even  without  being  empowered  to  engage  in  business." 

"Hence,  not  only  may  a  corporation  be  in  existence  without  engaging  in  business, 

In  view  of  this  difference  in  meaning  between  commencement  of  business 
and  existence,  in  order  to  be  entitled  to  relief  under  section  722(b)(4)  because 
it  commenced  business  during  the  base  period,  a  taxpayer  must  demonstrate 
that  it  engaged  in  activities  during  its  base  period  which  are  substantially 
equivalent  to  commencing  business  operations.  Mere  organizational  activities 
such  as  incorporation  or  the  issuance  of  capital  stock  are  not  sufficient.  It  is 
necessary  that  the  activities  of  a  corporation  be  advanced  to  the  extent  neces- 
sary to  establish  clearly  the  nature  of  its  regular  business  operations  so  that 
construction  of  its  base  period  net  income  can  be  made  without  recourse  to 
its  post-1939  experience.  Such  extent  may  be  indicated  by  the  acquisition  of 
operating  assets  which  are  necessary  to  the  type  of  business  contemplated. 

For  example,  a  corporation  may  have  been  organized  during  the  latter  part 
of  the  base  period  for  a  specific  purpose.  While  no  sales  were  made  until  1940. 
it  completed  its  organizational  activities  during  the  base  period  and  also  acquired 
a  business  site  and  machinery  for  its  plant,  so  that  by  the  end  of  the  base  period 
the  nature  of  the  taxpayer  and  the  character  of  its  business  as  contemplated 
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were  readily  determinable.  In  this  case  the  taxpayer  will  be  considered  to  have 
commenced  business  during  the  base  period. 

(C)  Change  in  character  of  business — Scope. 

Section  35.722-3 (d)  of  Regulations  112  provides  the  general  test  to  be 
applied  to  all  alleged  changes  in  the  character  of  a  business : 

"A  change  in  the  character  of  the  business  for  the  purposes  of  section  722(b)(4) 
must  be  substantial  in  that  the  nature  of  the  operations  of  the  business  affected 
by  the  change  is  regarded  as  being  essentially  different  after  the  change  from  the 
nature  of  such  operations  prior  to  the  change.  No  change  which  businesses  in 
general  are  accustomed  to  make  in  the  course  of  usual  or  routine  operations  shall 
be  considered  a  change  in  the  character  of  the  business  for  the  purposes  of  section 
722(b)(4).  Trade  custom  and  practice  may  be  taken  into  account  in  determining 
whether  an  essential  difference  in  the  character  of  the  business  has  occurred.  A 
change  in  the  character  of  the  business,  to  be  considered  substantial,  must  be 
reflected  in  an  increased  level  of  earnings  which  is  directly  attributable  to  such 
change.    *     *     *" 

The  type  of  qualifying  change  contemplated  by  the  statute  and  the  regula- 
tions is  one  which  produces  a  marked,  basic  and  lasting  difference  in  the  nature 
of  the  operations  of  the  business  and  which  results  directly  in  a  substantially 
higher  level  of  normal  earnings.  Accordingly,  routine  changes  customarily 
made  by  businesses,  changes  temporary  in  character  or  changes  which  have  no 
effect  on  the  normal  range  of  profits  may  not  be  considered  to  have  produced 
a  change  in  the  character  of  the  business  within  the  intent  and  meaning  of^^ 
section  722(b)(4). 

The  statute  defines  a  change  in  the  character  of  the  business  as  including 
changes  coming  within  certain  specified  categories.  It  does  not  follow,  how- 
ever, that  the  character  of  a  business  is  different  solely  because  it  comes  within 
one  of  these  categories.  Under  dynamic  business  conditions,  all  corporations 
make  changes  in  the  nature  of  their  business  operations  and  in  their  products. 
Attempts  are  constantly  made  to  cut  costs,  to  better  the  products  or  services 
furnished,  to  operate  more  efficiently,  and  to  grow  in  size.  Over  a  four-year 
period,  it  is  conceivable  that  every  business  enterprise  will  present  aspects  that 
are  different  at  the  end  of  the  period  than  they  were  at  the  beginning.  The 
statute  might  have  allowed  relief  to  a  corporation  merely  because  its  business 
was  somewhat  different  at  the  close  of  its  base  period  than  at  the  beginning. 
In  such  event,  every  corporation  which  is  liable  for  excess  profits  tax  would  be 
entitled  to  relief,  and  to  have  earnings  predicated  upon  the  basis  of  its  business 
as  it  existed  as  of  the  close  of  its  base  period.  The  statute  does  not  so  provide. 
What  the  statute  does  provide  is  that  the  tax  shall  be  considered  to  be  excessive 
and  discriminatory  if  the  taxpayer's  average  base  period  net  income  is  an  inade- 
quate standard  of  normal  earnings  because  it  made  one  of  the  changes  in 
character  described  in  the  statute.  To  the  extent  that  the  changes  are  ordinary, 
usual  and  routine,  they  are  normal  and  are  not  a  departure  from  the  character 
of  the  taxpayer's  business  which  produces  an  inadequate  standard  of  normal 
earnings.  Such  changes  do  not  form  the  basis  for  relief,  even  though  it  is  shown 
that  higher  earnings  resulted.  The  change  must  be  sufficiently  extensive  to 
cause  an  essential  difference  in  the  nature  of  the  business  operations. 

Ordinary  technological  improvements  developed  in  the  regular  course  of 
business,  changes  in  supervisory  personnel  which  have  little  or  no  effect  upon 
basic  business  policies,  or  mere  improvements  in  products  or  services,  are  types 
of  changes  which  do  not  result  in  a  change  in  the  character  of  the  business  and 
are,  therefore,  not  recognized. 
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The  change  must  likewise  be  substantial  in  that  as  a  direct  result  of  the 
change  the  level  of  normal  earnings  of  the  business  was  increased  materially 
over  what  such  level  would  have  been  had  the  change  not  been  made. 

Increased  earnings  for  any  period  after  a  change  has  been  made  may  be 
attributable  wholly  or  partially  to  factors  other  than  the  change.  Shifting 
economic  circumstances  and  seasonal  variations  affect  the  course  of  most  busi- 
nesses whether  or  not  internal  changes  are  made,  and  cause  fluctuations  in 
earnings  from  one  period  to  another.  Consequently,  in  many  cases  it  will  be 
necessary  to  determine  the  factors  which  caused  an  increase  in  earnings.  When 
monthly  or  quarterly  statistics  of  earnings  before  and  after  a  change  are  being 
considered  the  following  general  tests  might  be  applied. 

(1)  If  the  business  is  not  affected  by  seasonal  variations,  percentages  of 
increases  or  decreases  in  monthly  sales  might  be  compared  with  simultaneous 
fluctuations  in  the  economic  circumstances  of  the  class  of  customers  of  the 
business.  For  example,  the  sales  of  a  retail  business  will  depend  upon  the  pur- 
chasing power  of  its  customers.  An  index  of  the  income,  wage  and  salary  pay- 
ments in  its  trade  area  may  furnish  a  basis  for  determination  of  the  extent  to 
which  increases  in  sales  are  due  to  improved  economic  conditions. 

(2)  If  the  business  is  affected  by  seasonal  variations,  comparison  might 
be  made  with  the  monthly  percentages  of  increases  or  decreases  in  sales  of  a 
business  selling  the  same  type  of  products  and  affected  bv  the  same  economic 
conditions  and  seasonal  variations  an4  which  has  not  changed  its  character 
during  the  base  period. 

(3)  Comparison  of  increases  or  decreases  in  the  percentages  of  the  ele- 
ments of  gross  profit  and  net  profit  to  sales  with  the  same  percentages  for  a 
comparative  business  may  indicate  the  extent  to  which  increases  in  earnings 
due  to  reduced  costs  and  expenses  were  attributable  to  factors  other  than  the 
change. 

(4)  An  increase  in  earnings  claimed  to  have  resulted  from  a  change  may 
have  had  the  result  of  eliminating  or  reducing  earnings  from  some  other  activity 
of  the  business.  Consequently,  it  is  necessary  to  consider  earnings  from  all 
affected  portions  of  the  business.  Assume  that  a  difference  in  the  products  or 
services  furnished  has  occurred  as  the  result  of  the  discontinuance  of  a  product 
or  service  previously  furnished  and  the  addition  of  a  different  line  of  products 
or  services.  The  new  product  or  service  may  produce  earnings  less  than  the  old 
products  or  services  would  have  produced.  Ordinarily  the  taxpayer  would  not 
be  entitled  to  relief  under  these  circumstances.  It  would  not  be  prohibited, 
however,  as  stated  in  the  regulations,  from  showing  that  an  increased  level  of 
earnings  would  have  been  attained  during  the  base  period  but  was  hindered  or 
delayed  by  unusual  or  peculiar  events  or  economic  circumstances. 

(5)  In  contrast  to  the  cases  where  there  has  been  a  complete  substitution 
of  one  activity  of  a  business  for  another  activity,  such  as  described  in  the  pre- 
ceding paragraph,  there  will  be  cases  where  a  partial  cessation  of  an  existing 
activity  will  occur.  For  example,  the  opening  of  a  new  theatre  in  a  city  where 
the  taxpayer  operated  several  other  theatres  may  cause  a  higher  level  of  earn- 
ings due  to  the  addition  of  the  new  theatre.  Comparison  of  the  operation  of 
the  older  theatres  before  and  after  the  opening  of  the  new  theatre  may  show  a 
substantial  decline  in  admissions  and  earnings  for  the  older  theatres.  The 
increased  level  of  earnings  to  be  attributed  to  the  change  must  take  into 
account  the  adverse  effect  on  earnings  of  the  older  theatres. 
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(6)  The  mere  fact  that  earnings  for  a  period  after  the  change  are  greater, 
equal  to,  or  less  than  earnings  for  a  period  prior  to  th«  change  is  not  conclusive 
as  to  whether  or  not  there  were  increased  earnings  directly  attributable  to  the 
change.  In  a  given  case  earnings  may  be  less  for  a  period  after  a  change  than 
they  were  for  a  prior  period.  This  may  be  due  to  economic  circumstances  over 
which  the  management  of  a  business  has  no  control.  In  such  a  case  the  earn- 
ings for  the  period  after  the  change  may  be  greater  than  such  earnings  would 
have  been  had  the  change  not  been  made.  For  example,  assume  that  the  year 
1938  was  a  good  year  and  the  year  1939  was  a  poor  year  for  the  type  of  business 
under  consideration.  Earnings  for  1939  may  be  less  than  for  1938  even  though 
a  new  and  profitable  product  was  introduced  in  1939.  The  increased  level  of 
earnings  created  by  the  introduction  of  the  new  product  may  have  been  offset 
by  the  decline  in  earnings  due  to  the  less  favorable  economic  conditions  in  1939. 
The  same  tests  suggested  for  the  detection  of  increased  earnings  due  to  factors 
other  than  the  change  might  be  employed  to  determine  the  extent  to  which 
earnings  were  affected  by  unfavorable  economic  circumstances. 

The  statute  enumerates  the  following  kinds  of  changes  in  character: 

(1)  A  change  in  the  operation  or  management  of  the  business. 

(2)  A  difference  in  the  products  or  services  furnished. 

(3)  A  difference  in  the  capacity  for  production  or  operation  including 
any  change  in  the  capacity  for  production  or  operation  of  the  business  con- 
summated during  any  taxable  year  ending  after  December  31,  1939,  as  a 
result  of  a  course  of  action  to  which  a  taxpayer  was  committed  prior  to 
January  1,  1940. 

(4)  A  difference  in  the  ratio  of  nonborrowed  capital  to  total  capital. 

(5)  The  acquisition  before  January  1,  1940,  of  all  or  part  of  the  assets 
of  a  competitor,  with  the  result  that  the  competition  of  such  competitor  was 
eliminated  or  diminished,  including  any  acquisition  before  May  31,  1941, 
from  a  competitor  engaged  in  the  dissemination  of  information  through 
the  public  press,  of  substantially  all  the  assets  of  such  competitor  employed 
in  such  business  with  the  result  that  competition  between  the  taxpayer  and 
the  competitor  existing  before  January  1,  1940,  was  eliminated. 

A  taxpayer  which  does  not  come  within  one  of  these  five  enumerated 
changes  is  not  necessarily  precluded  from  qualifying  for  relief  under  section 
722(b)(4)  solely  for  such  reason.  Under  the  statute  a  change  in  the  character 
of  the  business  includes  these  specific  changes;  accordingly,  there  may  be 
others.  However,  the  types  of  changes  specified  in  the  statute  are  sufficiently 
broad  to  encompass  most  qualifying  changes  and  any  alleged  change,  other 
than  those  indicated,  must  be  subjected  to  rigid  scrutiny  and  a  strict  applica- 
tion of  the  principles,  conditions  and  limitations  of  section  722(b)(4). 

(1)    A  change  in  the  operation  or  management  of  the  business. 

To  be  entitled  to  relief  bacause  of  a  change  in  the  operation  or  manage- 
ment of  the  business,  a  taxpayer  must  demonstrate  that  the  change  is  substan- 
tial as  measured  by  two  basic  tests : 

(i)  The  nature  of  the  operations  must  be  esseiatially  different  after  the 
change  from  the  nature  of  the  operations  prior  to  the  change  ;  and 

(ii)  There  must  be  a  higher  level  of  earnings  which  is  directly  attribu- 
table to  the  change. 
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A  change  in  operation 
The  regulations  provide  that  'The  introduction  of  new  or  substantially 
'    ^J^e^f^t  processes  of  manufacturing  or  of  new  or  substantially  different  methods 
of  distribution  would  constitute  a  change  in  the  operation  of  a  business  •  ♦  *  *  " 
Included  in  processes  of  manufacturing  would  be  formulae  as  well  as  n^ethods 
cU^.r  I  sequence  of  manufacture.   A  general  rearrangement  of  ma- 

chinery, such  as  a  change  from  ordinary  to  assembly  line  methods  of  manu- 
nn.?.?"^'  7'"^^^"?  ^"  ^  substantial  cost  saving,  would  be  a  change  in  the 
operation  of  a  business.  A  change  in  sales  distribution  methods  from  sales 
through  retailers  to  sales  through  agents,  jobbers,  brokers,  door-to-door,  mail 
order  or  factory  branches  would  also  constitute  a  change  in  operations 

lixcluded  from  qualifying  changes  would  be  ordinary  routine  improvements 

luHngTulTn^e^^  ^"^'  ^'^"^^^  ^^^  "^^"^^"^  ^^^^^^-^  ^^  ---^- 

A  mere  change  in  the  cost  of  purchased  raw  material  is  not  sufficient  to  consti- 

nnn/  f"^^-T'>/^uw^^^'^T^^^'*  ^^  ^^^  business  and  can  therefore  not  qualify 
under  section  /22(b)  (4).  However,  where  the  change  in  cost  is  of  such  magni- 
tude  and  is  due  to  factors  of  such  a  nature  as  to  constitute  a  change  in  the 
method  of  operation,  there  may  be  a  qualifying  change  in  character 

For  example,  a  taxpayer  used  raw  material  which  was  produced  a  con- 

fn. W^^  k".'^  •  T.  "^'  E^^".^-  ^^^  taxpayer's  cost  of  raw  material  therefore 
inc  uded  a  substantial  freight  charge.  During  the  year  1939  a  permanent  source 
of  the  same  raw  material  was  discovered  only  a  short  distance  from  the  tax- 
payer s  plant.  Its  costs  were  therefore  substantially  reduced.  Such  change  in 
cost  is  sufficient  to  constitute  a  change  in  the  operation  of  the  business.  Like- 
wise, If  the  taxpayer  had  operated  its  own  transportation  svstem  from  its 
source  of  raw  material,  and  then  abandoned  the  system  upon  the  discovery  of 
a  nearby  source,  such  an  abandonment  would  constitute  a  change  in  the  opera- 
tion of  the  business,  under  section  722(b)  (4). 

Caution  should  be  observed  in  connection  with  the  foregoing  illustration 
Most  changes  in  cost  which  business  is  able  to  make  do  not  result  from  factors 
which  can  qualify  for  relief  under  section  722(b)(4).  In  order  to  qualify  the 
change  must  be  radical  in  the  sense  that  it  is  not  routine  but  effects  an  essential 
difference  in  the  nature  of  the  operations  and  the  character  of  the  business  It 
also^  must  be  so  substantial  and  permanent  in  nature  that  the  business  has 
attained,  as  a  result,  a  new  higher  level  of  normal  earnings. 

A  new  and  higher  level  of  normal  earnings  will  not  necessarily  result  from 
a  decrease  in  costs  such  as  is  assumed  above  or  from  an  increase  in  volume 
which  may  result  from  such  cost  reduction.  A  new  level  of  earnings  will  result 
only  if  the  decrease  m  cost  may  clearly  be  presumed  to  continue  and  is  not 
offset  by  a  reduction  in  selling  price.  In  some  cases  a  reduction  in  costs  such  as 
IS  described  above  may  be  temporarily  restricted  to  the  taxpayer  but  later 
shared  by  its  competitors.  In  such  a  case  the  taxpayer  has  simply  enjoyed  a 
windfall  which  swells  its  earnings  but  does  not  put  it  on  a  new  level  of  normal 
earning  power. 

If  a  taxpayer  can  satisfy  all  the  tests  suggested  above,  and  particularly  if 
It  can  establish  that  it  has  attained  an  enduring  level  of  increased  earnings  it 
'yol^tTA^'T""  ^^  the  Bureau  that  it  may  be  entitled  to  relief  under  section 
722(b)(4)  despite  the  fact  that  the  changes  did  not  result  directly  from  acts  of 
the  taxpayer.  -^ 

^c^^c^\^^^  ?J  ^^?^^^?]  operation  which  was  not  in  existence  on  December  31 
1939,  but  which  is  said  to  have  been  feasible  because  of  an  increased  capacity 
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for  production  or  operation  present  on  December  31,  1939,  is  not  to  be  con- 
sidered unless  it  is  compelled  by,  or  inherent  in,  the  fact  of  the  increased 
capacity.  In  such  case  the  new  operation  would  be  said  to  be  an  integral  part 
of  the  increased  capacity  and  thus  be  considered  in  that  respect.  If,  for 
example,  the  taxpayer  had  been  manufacturing  a  product  by  machining  an 
essential  part,  but  had  constructed  a  new  plant  and  had  acquired  new  machinery 
for  casting  such  part  prior  to  December  31,  1939,  casting  shall  be  considered 
the  normal  operation  with  respect  to  such  part  even  though  the  new  plant  and 
machinery  were  not  placed  in  operation  until  1940.  If,  however,  the  new  plant 
and  machinery  were  designed  to  continue  the  machining  process,  but  if  after 
December  31,  1939,  the  taxpayer  changed  to  the  cheaper  and  more  efficient 
method  of  casting,  normal  earnings  must  be  based  upon  machining  of  the  part 
and  not  casting. 

A  change  in  management 

In  order  to  qualify  as  having  a  change  in  management,  it  is  necessary  for 
a  taxpayer  to  show  a  change  in  key  managing  personnel  or  a  change  in  basic 
management  policies  by  existing  management.  There  is  no  precise  definition 
of  key  personnel.  The  controlling  consideration  is  not  the  number  of  positions 
changed  but  rather  the  relation  of  such  changes  to  the  basic  management  poli- 
cies of  the  business.  A  qualifying  change  would  probably  result  from  a  change 
in  a  corporation's  directorate  that  entailed  a  broad  reorganization  of  manage- 
ment policies.  The  emphasis  should  be  placed  on  a  change  in  the  policies  of 
the  business  rather  than  on  the  change  in  personnel.  Such  policy  changes  must 
be  definite,  basic  and  identifiable ;  not  vague,  general  or  routine. 

There  is  no  presumption  that  a  change  in  management  will  result  in 
increased  earnings.  The  taxpayer  must  clearly  show  that  the  increased  earn- 
ing resulted  from  the  change.  A  change  in  management  which  was  effected 
during  a  period  of  business  expansion,  such  as  the  year  1939,  may  not  be  related 
to  an  increase  in  earnings.  General  conditions  may  have  been  such  that  the 
increased  earnings  would  have  resulted  even  if  there  had  been  no  manage- 
ment change. 

The  regulations  envision  a  qualifying  change  in  management  as  one  result- 
ing in  "drastic  changes  from  old  policies."  Such  a  change  will  usually  be 
reflected  in  a  demonstrable  change  in  business  operations.  Generally,  a  tax- 
paver  alleging  a  change  in  management  should  be  able  to  demonstrate  the 
validity  of  its  contentions  by  showing  some  change  or  changes  in  its  business 
operations  which  resulted  from  the  change  in  management. 

If  relief  is  claimed  because  of  a  change  in  management,  it  may  be  recog- 
nized only  with  respect  to  those  policies  adopted  and  actually  put  into  effect 
by  December  31,  1939. 

(2)    A  difference  in  the  products  or  services  furnished. 

In  order  for  a  taxpayer  to  be  entitled  to  relief  because  of  a  difference  in  the 
products  or  services  furnished,  it  must  show  that  such  change  is  substantial  as 
measured  by  two  basic  tests :  ' 

(i)    The  nature  of  the  operations  must  be  essentially  different  after 
the  change  from  the  nature  of  the  operations  prior  to  the  change ;  and 

(ii)    There  must  be  a  higher  level  of  earnings  which  is  directly  attribut- 
able to  the  change. 

A  difference  in  the  products  or  services  furnished  may  occur  through 
either  the  addition  of  a  new  product  or  service  or  the  elimination  of  a  product 
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or  service  previously  furnished.  Such  addition  or  elimination,  however,  must 
represent  more  than  a  usual  or  customary  event  in  the  type  of  business  in  which 
the  taxpayer  is  engaged.  In  certain  types  of  business  it  is  customary  to  elimi- 
nate unprofitable  lines  and  add  new  lines  as,  for  example,  a  business  the  prod- 
ucts of  which  are  affected  by  style  changes.  Such  variations  in  products  would 
not  qualify  as  differences  in  products  furnished. 

Moreover,  a  product  or  service  must  be  substantially  different  from  the 
products  or  services  previously  furnished;  mere  improvement  does  not  con- 
stitute a  difference.  The  addition  or  elimination  of  a  new  product  to  or  from  a 
line  of  varied  products,  as  where  a  novelty  store  selling  hundreds  of  items  adds 
several  new  lines,  will  not  ordinarily  be  held  to  constitute  a  difference  in  the 
products  furnished. 

Relief  is  afforded  under  this  provision  of  section  722(b)(4)  if  there  is  "a 
difference  in  the  products  or  services  furnished".  It  is  necessarv,  however,  to 
differentiate  between  changes  in  products  produced  with  existing  capacity  and 
the  changes  in  product  based  on  new  capacity  acquired  actually  or  construc- 
tively prior  to  January  1,  1940.  The  reasons  for  this  differentiation  will  be 
developed  below. 

If  a  new  product  is  manufactured  with  existing  capacity  in  substitution  for 
another  product,  relief  is  necessary  because  the  new  product  results  in  a  higher 
normal  earning  level  than  the  product  which  is  replaced.  In  such  a  case  relief 
may  be  based  on  the  new  product  within  the  limits  of  the  plant  capacity  which 
actually  existed  prior  to  January  1,  1940.  Subject  to  this  limitation,  if  earnings 
did  not  reach  by  the  end  of  the  base  period  the  level  which  they  would  have 
reached  had  the  shift  been  made  to  the  new  product  two  years  earlier,  the 
change  shall  be  deemed  to  have  been  made  at  such  earlier  time  and  normal 
earnings  shall  be  computed  on  this  basis.  In  other  words,  with  the  proper 
showing:  of  the  total  market  for  the  new  product  and  proof  of  the  ability  of  the 
taxpayer  to  compete  in  that  market  (see  Reconstruction  Under  Section  722 
(b)(4)),  the  taxpayer  may  be  able  to  reconstruct  base  period  earnings  on  the 
assumption  that  all  or  any  part  of  its  plant  capacity,  including  unused  capacity, 
was  devoted  to  the  production  of  the  new  product. 

If,  however,  the  difference  in  products  furnished  in  the  base  period  resulted 
from  the  construction  or  acquisition  of  new  facilities  designed  to  produce  a  new 
product  to  be  sold  in  addition  to  the  product  previously  sold,  relief  should  ordi- 
narily be  predicated  on  the  basis  of  an  increase  in  capacity.  This  is  desirable 
for  several  reasons:  First,  it  is  immaterial  whether  the  additional  units  of 
product  furnished  are  units  of  a  new  or  of  an  old  product,  or  whether  the 
new  product  shows  a  higher  or  lower  margin  of  profit  than  the  old.  The  essen- 
tial nature  of  the  case  is  that  the  taxpayer's  capacity  to  produce  has  been 
increased.  Second,  the  new  capacity  may  have  been  committed  for  in  the  base 
period  but  not  operated  or  only  partially  operated  prior  to  January  1,  1940,  so 
that  the  taxpayer  may  find  it  necessary  to  rely  upon  the  commitment  rule 
which  does  not  extend  to  a  difference  in  product  furnished. 

The  new  product  may  represent  a  substitution  for  an  old  product  but  may 
require  some  new  capacity  for  the  purpose  of  producing  the  new  product.  In 
such  case  it  will  not  be  necessary  to  separate  the  several  components  repre- 
senting the  change  in  the  character  of  the  business  or  to  subdivide  the  compu- 
tation of  normal  earnings  into  several  parts.  Only  one  computation  will  be 
necessary  based  upon  the  new  product  and  upon  the  capacity  actually  or  con- 
structively existing  by  December  31,  1939. 
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Under  no  circumstances  shall  reconstruction  be  predicated  upon  capacity 
not  in  existence  actually  or  constructively  by  December  31,  1939.  Additional 
productive  facilities  which  might  have  been  acquired  or  constructed  prior  to 
January  1,  1940,  if  the  new  product  had  been  introduced  two  years  earlier  cannot 
be  allowed  as  a  basis  for  constructive  sales  of  a  new  product,  since  this  would 
nullify  the  limitation  on  the  increased  capacity  rule  set  out  in  section  722(b)  (4). 
Likewise,  capacity  acquired  after  December  31,  1939,  cannot  be  used  as  the 
basis  of  reconstructed  sales  of  a  new  product  unless  such  capacity  is  admitted 
under  the  commitment  rule. 

In  determining  whether  there  is  a  difference  in  the  products  or  services 
furnished,  consideration  should  be  given  to  the  following  factors : 

(a)  Class  of  products  or  services  furnished. 

If  the  new  product  or  service  is  similar  to  the  regular  line  of  products  or 
services  previously  furnished,  it  is  doubtful  if  the  taxpayer  can  establish  that 
a  "difference"  exists.  For  example,  a  brewery  which  previously  manufactured 
only  light  beer  adds  the  production  of  dark  beer  and  ale ;  or,  an  ice  cream  manu- 
facturer adds  new  flavors;  or,  a  bakery  expands  its  line  of  bread  and  cake.  In 
these  instances  the  fundamental  class  of  products  furnished  has  remained 
unchanged  and  the  nature  of  the  operations  is  not  essentially  different  after  the 
addition  of  the  new  products  from  the  nature  of  the  operations  prior  to  the 
addition. 

(b)  Markets. 

A  difference  in  the  products  or  services  furnished  may  be  indicated  if  the 
consumer  market  for  the  new  product  is  different  than  the  old.  For  example, 
the  market  for  the  new  product  might  be  manufacturing  establishments  and 
other  business  concerns,  while  the  market  for  the  old  product  might  be  the 
retail  store  trade. 

(c)  Manufacturing  operations. 

A  difference  in  the  products  furnished  may  be  indicated  if  the  manufac- 
turing processes  necessary  to  produce  the  new  product  are  essentially  different. 
For  example,  production  of  the  new  product  may  require  technically  skilled 
labor  and  machinery  of  types  never  before  utilized. 

(d)  Resemblance  to  existing  products  or  services. 

If  the  end  product  is  essentially  the  same  in  nature  and  use,  the  product 
may  not  be  different,  but  merely  a  modification  of  an  existing  product.  To 
illustrate,  a  linoleum  manufacturer  using  cork  and  burlap  as  raw  materials 
changed  to  wood  fibre  and  cotton  fabric.  The  finished  product  had  the  same 
character  and  use  as  before.  The  substitution  of  the  new  raw  materials  resulted 
in  a  modification  of  an  existing  product  rather  than  a  new  product. 

(e)  Consumer  opinion. 

A  difference  in  the  products  furnished  may  be  indicated  if  the  consumer 
considers  the  product  to  be  new  even  though  it  may  be  similar  in  appearance 
to  other  products.  If,  in  the  opinion  of  the  consumer,  the  product  is  regarded 
as  being  new  because  it  has  new  uses,  reacts  differently  or  is  purchased  from  a 
new  source,  it  may  constitute  a  different  product. 

(f)  Trade  opinion. 

The  regulations  provide  that  "a  product  or  service  is  different  from  another 
product  or  service  if  the  trade  custom  or  practice  treats  it  as  a  product  or 
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service  of  a  different  class."  If  the  taxpayer  can  meet  the  test  set  forth  in  this 
specific  language,  the  alleged  new  product  or  service  must  be  deemed  to  con- 
stitute a  difference  in  the  products  or  services  furnished. 

(3)    A  difference  in  capacity  for  production  or  operation  including  commitments. 

A  taxpayer  may  be  entitled  to  relief  through  the  provisions  of  section  722 
(b)  (4)  if  it  establishes  a  dift'erence  in  its  capacity  for  production  or  operation. 
Also  included  is  any  change  in  the  capacity  for  production  or  operation  of  the 
business  consummated  after  December  31,  1939  as  a  result  of  a  course  of  action 
to  which  the  taxpayer  was  committed  prior  to  January  1,  1940. 

In  order  for  a  taxpayer  to  be  entitled  to  relief  because  of  a  difference  in 
the  capacity  for  production  or  operation,  it  must  demonstrate  that  the  change 
meets  two  basic  tests: 

(i)    The  change  must  be  substantial,  of  a  permanent  or  lasting  nature, 
and  not  of  a  routine  character;  and 

(ii)    There  must  be  a  higher  level  of  earnings  which  is  directly 
attributable  to  the  change. 

Section  722(b)(4)  provides  that  the  business  must  have  commenced  or 
changed  its  character  either  during  or  immediately  prior  to  the  base  period. 
An  exception  to  this  rule  applies  to  change  in  capacity  cases  where  the  tax- 
payer was  committed  to  the  change  prior  to  January  1,  1940,  even  though  such 
change  was  not  actually  consummated  until  after  December  31,  1939.  If  the 
taxpayer  can  establish  by  competent  evidence  that  it  was  committed,  prior  to 
January  1,  1940,  to  a  course  of  action  leading  to  such  change,  the  change  is 
deemed  to  have  occurred  December  31,  1939.  A  discussion  of  what  constitutes 
a  commitment  is  given  in  subsequent  paragraphs. 

A  change  in  the  character  of  a  business  through  a  change  in  operation  or 
management,  previously  discussed,  affords  relief  to  those  corporations  which 
substantially  improve  their  businesses  by  the  introduction  of  new  processes 
of  manufacture,  or  through  the  stimulation  of  new  management  in  such  busi- 
ness (House  of  Representatives  Report  No.  2333,  C.  B.  1942-2,  page  479) ; 
while  a  difference  in  the  capacity  for  production  or  operation  is  concerned  with 
increases  in  physical  plant  or  scope  of  operations.  A  further  and  more  impor- 
tant distinction  lies  in  the  fact  that  the  commitment  rule  is  applicable  only  to 
cases  involving  a  dift'erence  in  the  capacity  for  production  or  operation. 

To  illustrate,  assume  that  in  the  year  1939  a  calendar  year  taxpayer  decided 
to  make  substantial  changes  in  key  managing  personnel  for  the  purpose  of 
improving  its  business  through  a  change  in  its  manufacturing  and  sales  distri- 
bution methods  and  that  this  change  was  not  consummated  until  1940.  This 
taxpayer  would  not  be  entitled  to  relief  because  the  change  in  character  did 
not  occur  during  or  immediately  prior  to  the  base  period.  On  the  other  hand, 
if  this  taxpayer  had  committed  itself  during  1939  to  improve  its  business  by 
enlarging  its  manufacturing  facilities  so  as  to  permit  substantially  increased 
production,  and  had  actually  taken  steps  during  1939  to  effect  this  change,  such 
as  planning  and  contracting  for  the  construction  of  the  increase  in  capacity,  it 
would  be  entitled  to  relief  through  the  application  of  the  commitment  rule, 
even  though  the  actual  increase  in  capacity  was  not  effected  until  1940. 

Capacity  for  production  is  the  ability  of  a  given  plant  or  its  several  depart- 
ments to  perform,  under  conditions  usual  and  normal  for  the  plant,  the 
productive  processes  required  in  the  manufacture  of  the  product  or  products 
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of  the  plant.  It  may  be  expressed  in  terms  of  the  number  of  units  which  can  be 
made  or  in  terms  of  the  essential  productive  processes  in  which  the  plant 
engages. 

The  capacity  of  a  plant  may  be  affected  by  the  output  of  a  department 
which  is  the  limiting  factor  or  "bottleneck"  of  the  entire  plant.  For  example, 
a  plant  manufactures  a  product  requiring  five  successive  processes  which  are' 
performed  in  separate  departments.  If  one  department  constitutes  a  bottle- 
neck, then  an  increase  in  the  capacity  of  this  department  will  increase  the 
capacity  of  the  entire  plant.  Conversely,  any  increase  in  other  departments 
without  the  removal  of  the  bottleneck  will  not  increase  the  capacity  of  the 
plant  as  a  whole.  Thus,  a  textile  manufacturer  may  install  new  looms  which 
substantially  increase  its  capacity  to  weave  cloth.  If  its  business  is  to  produce 
and  sell  cloth  in  a  finished  and  dyed  state,  an  increase  in  weaving  capacity  will 
not  increase  the  capacity  of  the  business  unless  there  is  also  an  increase  in 
finishing  and  dyeing  capacity  or  unless  unused  capacity  for  these  operations 
already  exists. 

It  should  be  noted  at  this  point  that  published  industrial  directories  which 
list  individual  plant  capacities  will,  in  most  cases,  not  reflect  true  capacity 
for  purposes  of  section  722.  These  "rated  capacity"  data  are  often  based  on 
the  maximum  capacity  of  the  basic  machinery  of  the  plants,  and  they  generally 
do  not  reflect  differences  in  plant  organization  and  other  factors  which  may 
impose  significant  limitations  on  output  or  operations. 

The  capacity  of  a  plant  must  be  distinguished  from  its  output,  which  de- 
pends, among  other  things,  on  the  hours  per  week  it  operates.  A  change  from 
one  shift  to  two  shifts  per  day  does  not  constitute  an  increase  in  capacity,  but 
represents  the  utilization  of  formerly  idle  capacity. 

One  of  the  many  difficult  problems  arising  in  capacity  cases  is  the  determina- 
tion of  an  accurate  unit  of  measurement  for  determining  the  extent  of  the  differ- 
ence in  capacity.  Most  businesses  have  a  standard  unit  of  measurement  such  as 
foot,  barrel,  ton,  or  gross.  In  these  cases  the  customary  unit  of  measurement  for 
the  particular  kind  of  business  will  be  used.  In  other  businesses  having  no  stand- 
ard unit  of  measurement  for  the  finished  product,  an  acceptable  alternative 
might  be  to  express  capacity  in  terms  of  the  principal  raw  material  utilized. 
Dollar  amounts  will  be  used  only  as  a  last  resort  and  then  only  if  it  can  be 
established  that  no  distortion  results. 

The  words  "capacity  for  production  or  operation"  as  used  in  the  statute 
should  be  construed  as  alternatives,  i.  e.,  capacity  for  production  or  capacity 
for  operation.  They  are  intended  to  afford  corp(5rations  of  varying  types  of 
business  activity  the  right  to  relief  because  of  a  change  in  character  resulting 
from  a  difference  in  the  physical  capacity  to  do  business.  Some  corporations 
are  engaged  in  the  business  of  manufacturing  products  for  sale.  In  such 
instances  an  increase  in  the  capacity  for  production  results  from  an  increase 
in  the  manufacturing  facilities.  For  example,  a  taxpayer  makes  a  product 
requiring  one  manufacturing  process.  The  plant  consists  of  ten  machines,  all 
of  which  are  used  in  the  manufacture  of  the  product.  The  taxpayer  purchases 
five  additional  machines,  resulting  in  an  increase  in  the  quantity  of  the  product 
produced.  The  acquisition  of  the  new  machines  represents  an  increase  in  the 
taxpayer's  capacity  for  production.  In  another  instance,  a  taxpayer  makes  a 
product  requiring  several  manufacturing  processes,  the  final  process  being 
painting.  Previously,  this  process  was  performed  by  outside  contractors,  but 
in  1939  the  taxpayer  built  its  own  paint  plant,  after  which  it  performed  the 
painting  process  itself.   There  was  no  increase  in  the  number  of  the  finished 
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illu  "^""ff  tured  as  a  result  of  the  acquisition  of  the  new  facilities    Never 

♦       Other  corporations  are  engaged  in  business  activities  which  are  not  re-Ut^A 

ervicerl'the^e"'  T^'  '"*  '"^°'^^  ^^'""^  operations  or  the  rendeii'^ol 
services.  In  these  instances  an  increase  in  the  capacity  for  ooeration  re<;nlt, 
from  an  increase  m  capacity  to  make  sales  or  render  s^erv°  ces'^  For  ^xar^n  e 

permTsTtt  ^dUuToSt"-""'^^  ^  ''.^''/'''''.  ^^"^  ^'^^  manufacturer  w"hS 
and  as  a  res^ilt  11^^!^^  !    '"  ^  ^Pf^^'^ed  territory.  The  franchise  is  revised 

dealer^  franchise  won  d'orH^^T  "  ^'"^*'^  '"'"^^^''-  ^he  extension  of  the 
operation  ordinarily  represent  an  increase  in  its  capacity  for 

the  ule  orffdirtil'l'i'^r"'.'!rK^  "if  •'"^'""^  '"^'^^  b«^°'"e«  operative  through 

mitted  fo   by  Deceml^'r'llo^^  'a  ch?'"*^  °'J'^  '^'"'i*'"  ''^'^^'"^  ^  --" 
*u^        J     J  ^^'-ernoer  Ji,  lyjy.  A  change  m  character  does  not  carrv  with  it 

the  productive  capacity  necessary  to  effectuate  the  change    For  exanTole    a 

SCsi'nes^in' S'h  'T  'r^-  ^^'^'''•^'^"  '''-'  ''  cha^nged  the  chSle? 
tured  eoods    Its.nnl?^  .^  ^^^''u""  °^  ^  ""^  P^°d""  t°  it^  ""«  of  manufac- 

amounTed  o  1  OW  S^  unTt?  TK  '^^  "'^  ^^1"*='  ^*  ^'^^  ^"^  °f  '^e  base  period 
nnlv,  h,^L.  I  .u  '  u  .•""^-  ^^^  taxpayer  also  establishes,  by  applvine  the 
push-back  rule,  that  had  it  made  the  change  in  1936  it  would  have  sold  6  rw>  mn 
units  of  the  new  product  in  1939.  However,  the  taxZer'sfadl  ties  t^^^^^ 
the  product  had  a  capacity  of  only  1,500,000  units  per  year  at  he  end  oT?he 
Ea^Lrn^cil;  of"2  50^°S;r'"^f  ^°T  *'^^-^"--tL  ^f  additlonarflcifide: 
aramount  based  on  4  f^;^  ""f '  ^"  *■"'  '*'"  reconstruction  is  limited  to 
dii  amount  Dased  on  4,000,000  units  per  year,  notw  thstandine  the  fact  that  it 
conclusively  showed  it  could  have  sold  6.000,000  units  in  1939  ^  ' 

the  caoacTtv  for  ir^^"*^  Provides  the  circumstances  under  which  an  increase  in 
orm  the  basiifo"^  rel^f  °P  '^"""^  • '  'rm^diately  prior  to  the  base  period  may 
in  c^DacitvTfter  thi  M  P™^'.^'°"  '^  also  made  for  recognizing  certain  increases 
rule  To  assume  in  tf '  P«"°d.  through  the  application  of  the  commitment 
units  carrfes  v^th  it  l.^V°^!  >Ilustrat.on,  that  the  ability  to  sell  6,000,000 
owned  or  CO  J-itt-'l  f^^^^  "^^  produce  6,000,000  units,  when  the  facilities 
owned  or  committed  for  would  produce  only  4,000,000  units,  would  nullify  the 

the"cradtvfoVZd'*?"'  "'r'T  ^22(b)(4)  with  respect  to  incrSs  in 
tne  capacity  for  production  under  the  commitment  rule. 

//Differences  in  the  capacity  for  production  or  operation  include: 

(a)  The  acquisition  of  new  facilities. 

(b)  The  enlargement  of  existing  facilities. 

A^.J'^^  '^^J  utilization  of  latent  productive  or  operative  capacity  and  the 
expSre"nrod"7  ^^^^'"iq"".^''^  respect  to  existing  fadlities  wh  ch 
expand  the  productive  or  operating  capacity  of  such  facilities 

scope'Sf  ope"ridoT''  '"  "''"'''  '^°''''"^  '"P''"'  permitting  of  an  enlarged 

(a)    The  acquisition  of  new  facilities. 

r..r.7^^'  "^"^  ^^cilities  must  represent  a  substantial  addition  to  the  capacity  for 
production  or  operation.  Determination  of  the  changed  capacity  wi^us^^^ 
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require  an  analysis  of  the  fixed  asset  accounts.  The  taxpayer  must  show  that 
the  alleged  new  facilities  are  not  in  fact  ordinary  replacements.  A  replacement 
of  an  old  machine  with  a  new  one  is  not  an  increase  in  capacity  unless  it  can 
be  shown  that  the  new  machine  has  a  greater  capacity  than  the  old,  and  consti- 
tutes an  addition  to  the  capacity  of  the  plant  as  a  whole. 

(b)  The  enlargement  of  existing  facilities. 

Business  in  general  is  continually  enlarging  existing  facilities  as  a  result 
of  natural  growth.  Any  increase  of  existing  facilities  must  be  substantial  to 
constitute  a  change  in  the  character  of  the  business,  and  such  increase  must 
make  a  substantial  addition  to  the  productive  capacity  of  the  plant.  Thus,  the 
addition  of  a  warehouse  to  a  plant  is  not  necessarily  a  change  in  character  of 
the  business.  Such  an  addition  probably  would  have  little  or  no  effect  on  the 
productive  capacity  of  the  plant  and  would  hardly  result  in  an  increased  level 
of  earnings. 

(c)  Utilization  of  latent  capacity. 

A  difference  in  the  capacity  for  production  or  operation  also  exists  where 
capacity,  latent  in  existing  productive  or  operative  equipment,  is  brought  out 
by  radical  technological  developments.  A  distinction  is  necessary  between 
the  words  "latent"  and  "idle."  The  utilization  of  idle  capacity  does  not  consti- 
tute a  change  which  is  recognized  under  section  722(b)  (4).  The  word  "latent" 
•means  not  visible  or  apparent ;  hidden ;  dormant.  The  word  "idle"  means  not 
occupied  or  employed. 

The  utilization  of  latent  capacity  in  productive  or  operative  equipment 
usually  requires  some  development  work  or  the  application  of  special  fixtures 
to  the  existing  equipment  to  bring  out  the  additional  capacity  which  existed 
but  was  incapable  of  being  used.  For  instance,  the  development  of  high  speed 
cutting  tools  which  would  permit  a  faster  operation  of  machines  would  prob- 
ably result  in  the  utilization  of  latent  productive  capacity. 

Thus,  a  qualifying  change  in  the  character  of  the  business  requires  a 
change  in  existing  productive  operating  equipment  or  processes  which  make 
available  to  the  taxpayer  for  the  first  time  a  substantial  increase  in  the  pro- 
ductive capacity. 

On  the  other  hand,  idle  capacity  is  capacity  which  is  available  under  exist- 
ing conditions  but  is  not  utilized,  such  as  the  capacity  which  is  present  in 
"stand-by"  equipment  or  in  the  part-time  operation  of  a  plant.  The  change 
from  an  eight  to  a  twenty-four  hour  work  day  or  from  a  five  to  a  seven-day 
work  week  represents  the  utilization  of  idle  capacity.  Surplus  capacity  which 
existed  solely  by  reason  of  lack  of  demand  for  the  products  is  not  latent 
capacity. 

The  utilization  of  idle  capacity  may  be  illustrated  by  a  company  which 
owned  two  plants,  only  one  of  which  was  being  operated.  During  1939  the  idle 
plant  is  put  in  operation.  No  increase  in  capacity  resulted.  Likewise,  an 
electric  power  plant  has  auxiliary  or  relief  generating  equipment  to  take  care 
of  peak  demand  periods.  A  more  intensive  use  of  such  stand-by  equipment  does 
not  constitute  a  change  in  capacity. 

In  cases  where  it  is  difficult  to  distinguish  between  idle  and  latent  capacity, 
a  proper  test  may  be  whether  the  taxpayer  has  made  a  capital  expenditure  in 
the  development  of  latent  capacity.  Ordinarily,  no  such  expenditure  is  required 
in  the  utilization  of  idle  capacity.  This  test  is  not  conclusive  but  may  be  a 
reliable  guide  in  making  the  distinction. 
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(d)    Increase  in  liquid  working  capital. 

The  regulations  provide  that  a  difference  in  the  capacity  for  production 
or  operation  also  exists  where  liquid  working  capital  has  been  increased  admit- 
ting  of  an  enlarged  scope  of  operations. 

The  term  ''liquid  working  capital"  as  used  in  the  regulations  means  the 
excess  of  current  assets  over  current  liabilities. 

r,n.n,l/T^/^'''^  M^'l!!"'^  ""^  business  may  be  controlled  or  limited  by  the 
amount  of  its  available  working  capital.  To  the  extent  that  such  working 
capital  IS  increased  eliminating  the  restriction  on  the  capacity  for  production 
or  operation,  the  taxpayer's  capacity  for  doing  business  may  be  increased. 

The  amount  of  a  taxpayer's  working  capital  varies  from  day  to  day.   Such 
fluctuations  are  normal  and  should  not  be  made  the  basis  for  relief.   Likewise 
gradual  increases  in  working  capital  resulting  from  accumulation  of  profits 
during  periods  of  general  improvement  in  business  are  ordinary  and  usual  and 
do  not  result  in  a  change  in  the  character  of  the  business. 

To  qualify  as  a  difference  in  capacity  the  increase  in  working  capital  must 
be  substantial  in  amount  and  unusual  in  the  sense  that  it  stems  directly  from  a 
transaction  designed  to  effect  such  increase.  For  example,  a  corporation's 
busmess  operations  are  limited  by  insufficient  working  capital  to  finance  cur- 
rent  activiies.  Production  IS  considerably  less  than  normal  capacity  and  inade- 
?  ^^ifi""  ^^^^""^  °"  ^^"^-  Capital  stock  issued  and  outstanding  is  increased 
rom  $1,000,000  to  $1,500,000  b/the  sale  of  additional  stocrfor  ish  Such^ 
taxpayer  would  be  deemed  to  have  effected  a  difference  in  the  capacity  for 
production  or  operation  by  reason  of  an  increase  in  liquid  working  capital. 
Likewise  a  closely  held  corporation  which  operated  on  a  restricted  basis 
because  of  inadequate  working  capital,  and  which  remedied  this  condition  by 
obtaining  from  its  stockholders  cash  contributions  to  its  capital  as  paid-in 
surplus  or  as  long-term  loans,  would  have  effected  an  increase  in  liquid  working 
capital.  It  IS  necessary,  as  a  prerequisite  for  relief,  that  in  such  cases  the 
increase  in  working  capital  results  directly  in  an  increase  in  the  taxpayer's 
level  of  earnings.  ^  ^ 

Borrowings  in  the  nature  of  short-term  loans  do  not  result  in  an  increase 
in  liquid  working  capital.  Such  loans,  while  they  supply  the  necessary  cash 
to  hnance  seasonal,  current,  or  temporarily  expanded  operations,  are  both 
routine  and  temporary  and,  therefore,  do  not  constitute  a  change  in  the  char- 
acter of  the  business.  Transactions  of  this  nature  have  no  effect  on  working 
capital  for  the  reason  that  the  increase  in  current  assets  is  offset  by  a  corre- 
sponding increase  in  current  liabilities. 

The  commitment  rule,  as  discussed  below,  may  be  applicable  to  a  change  in 
capacity  resulting  from  an  increase  in  working  capital  if  the  taxpayer  can 
establish  the  existence  of  a  valid  commitment.  If.  for  example,  a  taxpayer  had 
entered  into  a  contract  with  the  underwriters  of  capital  stock  which  was  to 
be  issued  for  the  purpose  of  raising  working  capital,  such  contract  may  con- 
stitute a  commitment  for  a  change  in  capacity. 

Commitment  cases 

A  commitment  case  is  one  which  is  defined  in  the  statute  as: 

e,t^  J^r^  change  in  the  capacity  for  production  or  operation  of  the  business  con- 
summated during  any  taxable  year  ending  after  December  31,  1930  as  a  result  of 
a  course  of  action  to  which  the  taxpayer  was  committed  prior  to  January  1,  1940, 
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In  such  cases  the  change  in  the  character  of  the  business  is  deemed  by  the 
statute  to  have  been  made  on  December  31,  1939. 

This  rule  provides  relief  in  those  cases  where  the  change  in  capacity  was 
not  consummated  prior  to  January  1,  1940.  It  is  only  applicable  to  changes  in 
the  character  of  the  business  arising  from  a  difference  in  the  capacity  for 
production  or  operation. 

To  be  entitled  to  relief  as  the  result  of  a  commitment,  a  taxpayer  must 
establish  that  it  was  committed  prior  to  January  1,  1940,  to  a  course  of  action 
leading  to  such  change.  This  requirement  is  in  addition  to  the  necessity  of 
meeting  the  two  basic  tests  regarding  the  substantial  nature  of  the  change. 
A  legally  binding  form  of  commitment  is  not  required,  but  in  the  words  of 
the  regulations  it  should  be  proved  by  "*  *  *  any  *  *  *  change  in  position 
unequivocally  establishing  the  intent  to  make  the  change  and  commitment  to 
a  course  of  action  leading  to  such  change.  *   *  *" 

A  qualifying  commitment  should  meet  all  of  the  following  tests: 

(1)  Change  of  position. 

The  taxpayer  should  establish  that  it  has  made  a  substantial  change  of 
position  toward  effecting  the  change  in  capacity,  such  as  the  expenditure  of 
substantial  sums  of  money  in  the  commencement  of  the  desired  change ;  the 
institution  of  legal  proceedings  looking  toward  the  change;  or  the  consum- 
mation of  a  contract  for  the  construction,  purchase  or  other  acquisition  of 
facilities  resulting  in  the  change. 

(2)  Establishment  of  intent. 

The  change  in  position  must  unequivocally  establish  the  intent  to  make 
the  change  within  a  reasonably  definite  period  of  time.  Its  significance  should 
not  be  open  to  doubt.  Thus,  the  mere  purchase  of  land  is  not,  standing  alone,  a 
change  of  position  which  points  exclusively  to  the  acquisition  of  new  facilities, 
or  pledges  the  taxpayer  to  any  specific  use  of  the  land. 

(3)  No  withdrawal  without  substantial  detriment. 

The  commitment  should  be  of  such  nature  that  it  will  not  permit  the 
taxpayer  to  withdraw  without  substantial  destriment.  Negotiation  prior  to 
a  contract  for  the  purchase  of  facilities,  or  payment  of  a  nominal  fee  for  a 
construction  permit  would  not  be  sufficient. 

A  resolution  of  the  governing  body  of  a  taxpayer  may  establish  a  commit- 
ment if  it  contains  in  itself  the  necessary  elements  which  comprise  the  change 
in  position  and  clearly  and  with  certainty  indicates  the  course  of  action  to 
which  it  purports  to  commit  the  taxpayer.  Thus,  the  action  of  a  board  of 
directors  may  be  the  acceptance  of  an  offer  which  binds  the  taxpayer  to  the 
making  of  a  change  in  capacity.  Ordinarily,  however,  a  resolution  of  a  board 
of  directors  will  be  found  to  be  an  internal  act  of  the  corporation  which  does 
not  itself  change  the  position  of  the  taxpayer  but  which  requires  additional 
action  pursuant  to  it  to  constitute  the  commitment. 

A  commitment  is  not  necessarily  invalidated  because  it  was  later  modified. 
However,  if  the  change  in  capacity  actually  consummated  is  less  than  the 
additional  capacity  committed  for,  only  the  actual  capacity  acquired  may  be 
considered  as  the  change  occurring  on  December  31,  1939.  For  example,  a 
taxpayer  was  committed  prior  to  January  1,  1940,  to  the  purchase  of  ten  ma- 
chines as  evidenced  by  a  contract  and  a  cash  deposit.  In  1940  the  contract  was 
modified  so  that  the  number  of  machines  actually  acquired  was  reduced  to 
eight.  In  this  instance  the  commitment  would  be  recognized  for  eight 
machines.  , 
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than^L^Lv  ^''^'  '^-^^^  '=*'^"^^  '"  '^^P^'^ity  actually  constructed  is  more 
than  the  additional  capacity  committed  for,  only  the  capacity  committed  for 
may  be  considered  as  a  change  occurring  on  December  sf  1939  For  examDle 
assume  in  the  above  illustration  that,  although  the  contract ' called  fo^W 
machines  the  taxpayer  actually  acquired  twelve  machine  Even  though  he 
additional  machines  may  have  been  acquired  from  the  same  seller  and  at    he 

rtra^c'^d%oVprortfjruaTl'l9V^^°^"'^^^  '-  ''"'^  ''^  ^^^^^ 

DecemTer'r  [^3^'""'"'  "'''''  "'"  ^'""^^  '^  "^""''^^-^  *«  have  bee^  maf^ 

tl,„  K^"''*''  ^^A  S°""njt"2ent  rule  the  changed  capacity  actually  enterine  into 
the  business  during  the  first  excess  profits  fax  taxable  year  (and  possiWv  iL^e? 
excess  profits  tax  taxable  years)  will  usually  be  less  than  the  extent  to  which 
the  change  was  deemed  to  have  entered  into  the  business  under  U^eappHcaS 
of  the  wo-year  push-back  rule.  Therefore,  the  variable  credit  rule  afnu 
cussed  in  Part  V  subpart  II  (F),  will  ordinarily  apply' to  commitment  ^aS 

whether  hevTormlH^/h'^K  '"^'^''T^  ""^"^  ^  commitment,  it  should  be  shown 
Ts  defense  fadHtr,  tL  '"'  °^  ^"  application  for  a  certificate  of  necessity 
hidicatlon  tW  th<^  ,  ^  •!•  '"""ance  of  such  a  certificate  would  be  a  strong 
indication  that  the  acquisition  was  a  direct  consequence  of  the  defense  proeram 

I^IS^C  b"?9«'  lt^'^^r'r  °^  "'^  P""^'P'-  enunciated "n  g'  C^T 
fffl        :•  ■        ■?    •  ^^^\   ^^^  taxpayer  may  overcome  this  position  onlv  bv 

fveTe:rara£edVrV'u'°"r^^  '"'^'f  *'"^  "^'^^^'^  '"^-^  the' fSesw'oul^ 
nave  Deen  acquired  or  built  in  the  normal  course  of  business. 

(4)    A  difference  in  the  ratio  of  nonborrowed  capital  to  total  capital 

for  c^mpS'n 'll^r^f  '"''  ^J""^  ""^  '"'^°'""  '^""^  "»*  represent  a  fair  basis 
tor  comparison  with  earnings  during  the  excess  profits  tax  taxable  vears  if 
without  a  decrease  in  total  capital,  the  nature  of  the  total  capUal  has  changed  „ 
whole  or  in  part  from  interest-bearing  borrowed  capital  to  a  type  of  cfpita^ 
which  does  not  give  rise  to  an  interest  deduction.  In  such  casJ'^the  inters 
deductions  m  the  base  period  years  are  not  offset  by  comparable  interest  deduc 
bee"n'decrelsed        ^""'  ""^-'^^standing  the  fact';hat  the  total  caphal  has  not 

in  the"char°a??er  o"f  ?h.*  k'  ?''"^'i°";  ^f'^T  722(b)  (4)  provides  that  a  change 
in  the  character  of  the  business  includes  "a  difference  in  the  ratio  of  nonbor- 
rowed capital  to  total  capital."  The  term  "nonborrowed  capkar  means  equky 
invested  capital  as  defined  in  section  718,  and  the  term  "total  capita"'  means 
equity  invested  capital  as  defined  in  section  718  plus  borrowed  capi^afas 
7?fiTn'^To '''V°"  ^^^H-  S^"^''""  715  defines  invested  cap UaT  and  sSons 
fhft  th.  !f;fi  "v""  •"'"^'^"^  '^^  component  parts  thereof.  Section  715  states 
that  the  definition  is  "for  the  purposes  of  this  subchapter  *  *  *."  and  such 
definition  is  therefore  applicable  to  section  722.  Consequently,  for  th^  purposes 

ness  whTch"*^  n';:?"'  ^^■"^"-^V^P'^t'  "J"  "°*  '"^'"*^«  outs'lknding  irde'bted- 

certifirate  of  fnH^ht^J  ""  '^  ^  ''""^^  "°*^'  '''"  °^  exchange,  debenture, 
certihcate  of  indebtedness,  mortgage,  or  deed  of  trust.  Likewise   total  ranita 

m  Tr^'-'f^'T'^  ^^  "  ^f"^'  '"  ^""'"?^  ^"d  profits  whi^inder  section 
718,  IS  considered  as  zero.  In  computing  average  equity  invested  capital  for  a 

&TL'/ssro:r  '""'■"  ""'"'«'■  <•"" "  •"'  ^^^^ 
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The  reconstruction  of  base  period  income  to  reflect  this  change  in  charac- 
ter IS  accomphshed  by  the  elimination  of  deductions  made  in  the  base  period 
years  for  interest  paid  or  accrued  on  borrowed  capital  which  has  been  retired 
by  December  31  1939,  limited,  however,  to  the  amount  of  the  interest  on  such 
part  of  the  retired  borrowed  capital  as  is  offset  by  an  increase  in  equity  invested 
capital.  -1     J  ^ 

This  provision  of  section  722(b)  (4)  may  be  illustrated  by  the  case  of  a  cal- 
endar year  taxpayer  which,  at  the  end  of  its  base  period,  December  31    1939 
A  V^^Tl^^  ""^  $3,000,000  composed  of  $2,000,000  equity  invested  capital 
and  $1,000,000  borrowed  capital.  Assume  further  that  the  nature  of  this  tax^ 
payer  s  capital  changes  during  the  base  period  are  as  follows : 

Average 
Average  Equity  Interest 

Borrowed  Invested  Total  Deduction 

Year  CapiUl  Capital  Capital  (5%) 

1936  $2,500,000  $   800.000  $3,300,000  $125  000 

937  1.500.000  1.300,000  2  800000  75;000 

938  1,200.000  2.400.000  3600000  60000 
1939  1.100.000  1.800.000  2;900;000  55,000 

Such  taxpayer  would  be  entitled  to  increase  its  actual  base  period  net 
income  in  the  amount  of  $60,000  for  1936,  $25,000  for  1937  and  $5,000  for  1939 
computed  as  follows : 

Base  Period  Years 
'**™  1936  19J7  I  1938  1939 

(1)  Average  borrowed  capital ...   $2,500,000    $1^00.000    $1,200,000    $1,100,000 

(2)  Borrowed  capital   as  of  De- 

cember 31,   1939 1,000,000      1,000,000      1,000,000      1,000,000 

(3)  Decrease  in  borrowed  capital  $1,500,000    $    500,000    $   200,000    %-  100,000 

(4)  Average  equity  invested  capi-  '  ' 

,,,     ^^**    $800,000    $1,300,000    $2,400,000    $1,800,000 

(5)  Equity  invested  capital  as  of 

December  31,  1939 2.000,000      2,000,000      2,000.000      2,000,000 

(6)  Increase  (or  decrease)  in  eq- 

uity invested  capital $1.200,000    $    700,000    $  (400,000)  $   200,000 

(7)  Recognized  decrease  in  bor- 

rowed  capital  (item  3  or 
item  6,  whichever  is  the 
Cesser)     $1,200,000    $   500.000  None    $    100,000 

(8)  Interest  deduction  adjustment 

(5%  of  item  7) $     60.000    $     25,000  None     $       5.(500 

In  the  above  illustration,  attention  is  directed  to  the  year*f938..,Althouffh 
there  has  been  a  decrease  in  borrowed  capital  between  that  year  and  the  end  of 
the  base  period,  equity  invested  capital  and  total  capital  have  also  decreased 
during  the  same  period.  The  decrease  in  borrowed  capital  has  not  been  offset 
by  a  corresponding  increase  in  equity  invested  capital.  There  is  therefore  no 
change  in  character  because  of  a  difference  in  the  ratio  of  nonborrowed  capital 
to  total  capital  at  the  end  of  the  base  period  as  compared  with  the  year  1938. 

Ordinarily,  relief  under  this  provision  will  result  from  an  increase  in  base 
period  net  income  because  of  the  elimination  of  interest  deductions  on  borrowed 
capital  which  was  paid  off  by  December  31,  1939.  However,  there  may  have 
been  base  period  years  in  which  the  deduction  for  interest  was  low  as  compared 
with  interest  deduction  at  December  31,  1939,  because  of  a  change  from  equity 
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capital  to  borrowed  capital.  To  illustrate,  assume  that  in  the  preceding  example 
the  capital  changes  during  the  base  period  were  as  follows: 

Average 
Average  Equity  Interest 

Borrowed  Invested  Total  Deduction 

Tear  Capital  Capital  Capital  (5%) 

1936  $2,500,000  $   800,000  $3,300,000  $123,000 

1937  500,000  1,800,000  2,300,000  25,000 

1938  700,000  2,400,000  3,100,000  35.000 

1939  800,000  2,100,000  2,900,000  40,000 

In  this  case  the  taxpayer  would  be  entitled  to  increase  its  actual  base  period 
net  income  in  the  amount  of  $60,000  for  1936  and  must  decrease  its  actual  base 
period  net  income  in  the  amount  of  $15,000  for  1938  and  $5,000  for  1939,  com- 
puted as  follows : 

Base  Period  "t^ears 

Item  1936  1937  1938  1939 

(1)  Average  borrowed  capital   .   $2,500,000    $   500,000    $    700,000    $   800,000 

(2)  Borrowed  capital  as  of  De- 

cember 31,  1939 1,000,000      1,000,000      1,000,000      1,000,000 

(3)  Decrease  (or  increase)  in  bor- 

rowed capital  $1,500.000    $  (500.000)  $  (300.000)  $  (200,000) 

(4)  Average  equity  invested  capi- 

tal   $  800.000  $1,800,000  $2,400,000  $2,100,000 

(5)  Equity    invested    capital    as 

of  December  31,  1939...     2.000,000      2.000.000      2,000,000      2,000,000 

(6)  Increase  (or  decrease)  in  eq- 

uity invested  capital $1.200.000    $   200.000    $  (400.000)  $  (100,000) 

(7)  Recognized  decrease  (or  in- 

crease) in  borrowed  capital 
(item  3  or  item  6,  which- 
ever is  the  lesser) $1,200,000  None     $  (300,000)  $  (100,000) 

(8)  Interest    deduction    adjust- 

ment (5%  of  item  7) $     60.000  None    $  (  15.000)  $  (     5,000) 

Comparing  the  capital  structure  during  the  years  1938  and  1939  with  the 
capital  structure  as  of  the  end  of  the  base  period,  there  has  been  a  change  from 
equity  capital  to  borrowed  capital,  and  the  deduction  for  interest  in  those  years 
is  therefore  abnormally  low.  Comparing  the  year  1937  with  the  end  of  the  base 
period,  there  has  been  an  increase  in  borrowed  capital,  but  since  there  was  no 
corresponding  decrease  in  equity  invested  capital,  there  has  been  no  change  in 
character. 

The  relief  allowed  by  section  722  is  limited  to  "  *  *  *  a  fair  and  just 
amount  representing  normal  earnings  to  be  used  as  a  constructive  average  base 
period  net  income  for  the  purposes  of  an  excess  profits  tax  based  upon  a  com- 
parison of  normal  earnings  and  earnings  during  an  excess  profits  tax  period, 
*  *  *."  A  constructive  average  base  period  net  income  does  not  represent 
normal  earnings  if  it  has  been  reduced  by  abnormally  high  interest  deductions ; 
the  comparison  with  earnings  during  the  excess  profits  tax  period  is  distorted. 

As  in  all  cases  where  relief  is  claimed  because  of  a  change  in  the  character 
of  the  business,  to  be  entitled  to  relief  because  of  a  difference  in  the  ratio  of 
nonborrowed  capital  to  total  capital,  a  taxpayer  must  demonstrate  that  the 
change  is  substantial  as  measured  by  two  basic  tests : 

(i)  The  nature  of  the  operations  must  be  essentially  different  after 
the  change  from  the  nature  of  the  operations  prior  to  the  change  ;  and 
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(ii)  There   must   be   a   higher   level   of   earnings   which   is   directly 
attributable  to  the  change. 

The  mere  fact  that  this  particular  factor  under  section  722  is  capable  of 
exact  mathematical  determination  does  not,  of  itself,  make  it  mandatory  to 
adjust  the  actual  base  period  net  income  regardless  of  the  amount  of  the  adjust- 
ment. In  other  words,  not  every  case  in  which  the  base  period  interest  deduc- 
tions are  greater  than  the  interest  deductions  during  the  taxable  year  is 
entitled  to  relief.  It  is  necessary  that  the  character  of  the  business  be  changed. 
For  example,  a  taxpayer  reduced  its  average  borrowed  capital  from  $100,000  to 
•$90,000,  resulting  in  a  decrease  in  its  annual  interest  charge  from  $5,000  to 
$4,500.  The  taxpayer  is  not  considered  to  have  changed  the  character  of  its 
business  by  reason  of  this  nominal  change.  To  constitute  a  change  in  the 
character  of  the  business,  an  annual  interest  deduction  which  is  substantial  in 
relation  to  the  net  income  must  be  substantially  reduced  as  a  result  of  the 
change  in  the  nature  of  the  capital  employed. 

The  type  of  case  for  which  relief  is  contemplated  by  the  statute  is  one  in 
which  a  large  part  of  the  capital  employed  in  the  business  is  represented  by 
borrowed  capital,  and  this  borrowed  capital  has  been  retired  by  the  application 
of  funds  derived  either  from  the  accumulation  of  earnings  and  profits  or  from 
the  sale  of  capital  stock.  In  such  case  the  recapitalization  amounts  to  a  basic 
and  permanent  change  in  the  capital  structure  of  the  business,  so  that  the 
character  of  the  business  is  actually  changed. 

On  the  other  hand,  if  a  taxpayer  which  ordinarily  finances  seasonal  opera- 
tions or  periods  of  slow  collections  through  short-term  borrowings  happens 
to  effect  a  nominal  reduction  in  such  borrowings,  it  has  not  changed  the  char- 
acter of  its  business  by  such  action. 

In  the  case  of  a  fiscal  year  taxpayer,  the  principles  relating  to  fiscal  year 
taxpayers  generally,  as  discussed  in  Part  VIII,  should  be  applied.  The  com.- 
putations  should  be  based  on  a  comparison  of  borrowed  capital  and  equity 
invested  capital  at  December  31,  1939  with  the  respective  amounts  of  such 
capital  during  the  portion  of  the  base  period  prior  to  January  1,  1940.  Changes 
in  borrowed  capital  and  equity  invested  capital  occurring  after  December  31, 
1939,  must  be  disregarded  in  computing  the  amount  of  the  adjustment. 

(5)    Certain  acquisitions  of  assets  of  competitors,    yy^ 

'A  taxpayer  may  be  entitled  to  relief  through  the  provisions  of  section 
722(b)(4)  if  it  acquired  before  January  1,  1940,  all  or  part  of  the  assets  of  a 
competitor,  with  the  result  that  the  competition  of  such  competitor  was  elim- 
inated or  diminished.  Also  included  in  this  provision  is  any  acquisition  before 
May  31,  1941,  from  a  competitor  engaged  in  the  dissemination  of  information 
through  the  public  press,  of  substantially  all  the  assets  of  such  competitor 
employed  in  such  business  with  the  result  that  competition  between  the  tax- 
payer and  the  competitor  existing  before  January  1,  1940,  was  eliminated. 

In  order  for  a  taxpayer  to  be  entitled  to  relief  under  these  conditions,  it 

must  show  that  the  change  is  substantial  as  measured  by  two  basic  tests: 

(i)  The  nature  of  the  operations  must  be  essentially  different  after 

the  change  from  the  nature  of  the  operations  prior  to  the  change ;  and 

(ii)  There  must  be  a  higher  level  of  earnings  which  is  directly  attrib- 
utable to  the  change.^ 

Except  as  noted  below,  the  statute  provides  the  conditions  under  which 
the  acquisition  of  the  assets  of  a  competitor  may  form  the  basis  for  relief: 
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(i)  The  acquisition  must  occur  prior  to  January  1,  1940. 
(ii)  All  or  part  of  the  assets  of  the  competitor  must  be  acquired, 
(iii)  The  acquisition  must  result  in  the  elimination  or  diminution  of 
the  competition. 

The  regulations  provide  that  the  form  of  the  acquisition  or  the  taxable 
nature  of  the  transaction  are  immaterial  for  the  purpose  of  section  722. 

Careful  consideration  should  be  given  to  the  requirement  that  competition 
must  be  eliminated  or  diminished;  that  the  parties  are  in  fact  competitors. 
Xlompetition  is  the  rivalry  of  two  or  more  independent  business  concerns  seek- 
ing the  patronage  of  the  same  customers/ Generally  two  subsidiaries  of  the 
same  parent  corporation  are  not  considered  to  be  competitors,  nor  are  a  parent 
and  its  subsWiary  nor  two  commonly-owned  corporations.  Management  poli- 
cies are  controlled  by  the  same  persons  in  these  cases,  and  the  essence  of  com- 
petition is  absent. 

An  examination  should  be  made  of  the  nature  of  the  alleged  competitors* 
businesses,  including  type  of  products  and  location  and  type  of  markets.  Thus, 
two  building  construction  contractors  are  not  competitors  if  one  is  a  factory 
building  contractor  and  the  other  specializes  in  the  construction  of  dwellings. 
The  consolidation  or  merger  of  such  businesses  would  result  in  an  expansion 
of  the  business  operations  of  the  resulting  corporation  rather  than  a  decrease 
in  competition.  Likewise,  the  producers  of  similar  products  may  not  be  com- 
petitors. For  example,  two  building  contractors  might  both  specialize  in  dwell- 
ing construction.  One,  however,  confines  its  activities  to  the  development  of 
low  price  housing  communities,  while  the  other  is  the  builder  of  individually 
planned  homes  on  a  cost-plus  basis.  While  both  are  contractors  for  the  con- 
struction of  dwellings,  they  can  hardly  be  called  competitors. 

With  respect  to  taxpayers  engaged  in  the  dissemination  of  information . 
through  the  public  press,  the  statute  recognizes,  as  a  factor  causing  a  change 
in  the  character  of  the  business,  the  acquisition  of  the  assets  of  a  competitor 
before  May  31,  1941.  If  this  type  of  acquisition  occurred  prior  to  January  1, 
1940,  the  requirements  previously  set  forth  with  respect  to  other  acquisitions 
prior  to  January  1,  1940  must  be  met.  If  the  acquisition  by  the  taxpayer 
engaged  in  the  dissemination  of  information  through  the  public  press  occurred 
after  December  31,  1939,  but  before  May  31,  1941,  the  statutory  requirements 
differ  from  the  requirements  relating  to  acquisitions  prior  to  January  1,  1940, 
in  the  following  respects: 

(i)  Substantially  all  the  assets  of  the  competitor  employed  in  the 
competition  must  have  been  acquired ;  not  merely  a  part. 

(ii)  The  acquisition  must  have  resulted  in  the  elimination  of  com- 
petition ;  not  merely  in  its  diminution. 

The  statute  provides  that  the  competition  which  is  eliminated  must  have 
existed  prior  to  January  1,  1940;  accordingly,  the  acquisition  of  the  assets  of  a 
competitor  which  came  into  existence  after  December  31,  1939,  would  not 
qualify  under  this  provision  for  the  reason  that  no  competition  existed  prior 
to  that  date. 

The  application  of  the  push-back  rule  in  the  reconstruction  of  average 
base  period  net  income  where  the  acquisition  occurred  between  December  31, 
1939,  and  May  31,  1941,  will  be  similar  to  its  application  in  commitment  cases. 
The  reconstruction  will  always  be  made  as  though  the  change  occurred  on 
December  31,  1937,  since  the  acquisition  is  deemed  by  the  statute  to  have 
occurred  on  December  31,  1939. 
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(A)    Introduction. 

(1)  Comparison  with  section  722(h)(1),  (2),  and  (3). 

Attention  has  previously  been  directed  to  the  contrast  of  section  722(b)  (4) 
with  subsections  (b)(1),  (2),  and  (3).  In  section  722(b)(1),  (2),  and  (3) 
cases,  the  primary  object  is  to  remove  the  effect  of  the  abnormal  circumstance 
and  to  restore  normal  earnings  based  on  normal  operations  already  achieved 
and  known.  In  the  section  722(b)(4)  case,  the  essential  problem  is  to  deter- 
mine what  constitutes  normal  operations  for  the  taxpayer  so  that  a  normal 
earning  level  can  be  predicated  thereon  and  normal  earnings  computed.  Accord- 
ingly, under  section  722(b)(1)  or  (2)  the  taxpayer  will  probably  be  able  to 
point,  for  purposes  of  comparison,  to  periods  of  normal  earnings  within  its  base 
period  or,  inj:he  case  of  section  722(b)  (3),  beyond  the  base  period.  In  the  case 
of  a  section  722(b)(4)  claimant  this  situation  may  not  exist  since  the  business 
as  commenced  or  changed  in  character  may  never  have  reached  its  normal 
level  of  earnings  by  the  end  of  the  base  period.  This  fact,  together  with  the 
specific  provisions  of  section  722(b)(4)  not  found  in  the  other  subsections, 
creates  special  and  difificult  problems  of  reconstruction. 

(2)  Normal  earnings  under  section  722(b)(4). 

The  problems  of  reconstruction  under  section  722(b)  (4)  cannot  be  avoided 
by  recourse  to  the  general  provision  of  section  722(a)  that  the  constructive 
average  base  period  net  income  shall  be  the  fair  and  just  amount  representing 
normal  earnings.  Standing  alone,  this  provision  might  seem  to  offer  the  great- 
est possible  latitude  in  the  construction  of  normal  earnings.  It  has  been  urged 
that  the  taxpayer  as  it  existed  during  the  excess  profits  tax  taxable  year  should 
be  examined,  and  then  normal  earnings  which  would  have  been  made  in  such 
year  should  be  determined.  These  earnings  would  then  serve  as  the  construc- 
tive average  base  period  net  income  under  section  722(a).  This  position  cannot 
be  accepted.  Section  722  contains  explicit  principles  governing  the  computa- 
tion of  normal  earnings  in  section  722(b)(4)  cases.  These  principles  may  not 
be  broadened.  They  must  be  followed  in  every  case  if  substantial  justice  is  to 
be  done  to  the  taxpayer  and  to  the  Government  and  if  the  concept  of  normal 
earnings  is  to  have  a  consistent  meaning. 

The  pertinent  provisions  of  section  722(b)(4)  relating  to  the  construction 
of  normal  earnings  are  as  follows : 
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"The  taxpayer,  either  during  or  immediately  prior  to  the  base  period,  com- 
menced business  or  changed  the  character  of  the  business  and  the  average  base 
period  net  income  does  not  reflect  the  normal  operation  for  the  entire  base  period 
of  the  business.  If  the  business  of  the  taxpayer  did  not  reach,  by  the  end  of  the 
base  period,  the  earning  level  which  it  would  have  reached  if  the  taxpayer  had 
commenced  business  or  made  the  change  in  the  character  of  the  business  two  years 
before  it  did  so,  it  shall  be  deemed  to  have  commenced  the  business  or  made  the 
change  at  such  earlier  time." 

The  average  base  period  net  income  must  therefore  be  constructed  so  that  it 
does  reflect  the  normal  operation  for  the  entire  base  period  of  the  business  com- 
menced or  changed  in  character.  Normal  operations  must  be  related  to  base 
period  conditions  (actual  or  assumed)  and  to  the  business  commenced  or 
changed  in  character.  If  the  taxpayer  did  not  attain  normal  operations  by  the 
close  of  its  base  period,  so  that  its  normal  earning  level  was  not  reached,  it  is 
limited  in  determining  such  normal  earning  level,  to  what  its  normal  opera- 
tions would  have  been  by  assuming  that  it  had  commenced  business  or  changed 
the  cjjaracter  of  its  business  two  years  prior  to  the  actual  event. 

fThe  problem  of  determining  a  fair  and  just  amount  representing  normal 
earnings  under  section  722(b)  (4)  may  be  divided  into  two  major  parts : 

(a)  The  determination  of  what  constitutes  normal  operating  condi- 
tions for  the  taxpayer,  and 

(b)  The  method  of  constructing  income  to  reflect  the  normal  operat- 
ing conditions  thus  determined. 

The  first  part  is  concerned  with  the  determination  of  the  normal  operating 
conditions  which  are  to  be  reflected  in  earnings.  The  second  part  is  concerned 
with  the  methods  and  techniques  of  reconstruction  whereby  these  conditions 
are  translated  into  amounts  of  income.^ 

(B)     Theory  of  reconstruction  of  normal  earnings. 
( 1 )     In  general. 

Before  an  analysis  may  be  made  of  what  constitutes  normal  operating 
conditions,  certain  basic  principles  in  the  light  of  which  normal  operating  con- 
ditions are  to  be  determined  must  be  discussed. 

(a)    Reconstruction  for  the  entire  base  period. 

^^he  computation  of  normal  earnings  must  be  based  upon  normal  opera- 
tions of  the  business  for  the  entire  base  period. /KlontTa.Ty  arguments  have  been 
presented  based  upon  that  portion  of  section  722(b)(4)  which  provides: 

"If  the  business  of  the  taxpayer  did  not  reach,  by  the  end  of  the  base  period, 
the  earning  level  it  would  have  reached  if  the  taxpayer  had  commenced  business 
or  made  the  change  in  the  character  of  the  business  two  years  before  it  did  so, 
it  shall  be  deemed  to  have  commenced  the  business  or  made  the  change  at  such 
earlier  time." 

The  contention  is  that  in  such  cases  the  only  method  of  computing  the  amount 
of  relief  is  to  assume  that  the  taxpayer  had  a  two-year  extended  experience. 
Upon  the  basis  of  the  earnings  to  be  computed  for  each  of  the  base  period  years 
of  assumed  existence  and  an  amount  equal  to  8  percent  of  the  invested 
capital  for  any  base  period  year  in  which  it  was  not  in  assumed  existence  (sec- 
tion 713(d)(2)),  a  constructive  average  base  period  net  income  would  then  be 
computed  either  under  section  713(e)  or  713(f). 

Thus,  under  this  contention  if  a  corporation  commenced  business  on  January 
1,  1939  and  had  not  reached  its  level  of  normal  earnings  by  December  31,  1939, 
the  end  of  its  base  period,  it  would  be  deemed  to  have  commenced  business  on 
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January  1,  1937.  The  constructive  average  base  period  net  income  v^ould  be 
computed  on  the  basis  of  an  amount  determined  for  1936  upon  invested  capital 
and  for  the  balance  of  its  base  period  upon  the  earnings  v^hich  the  corporation 
vvrould  have  earned  under  the  push-back  rule.  This  conclusion  is  not  valid  for 
several  reasons. 

First,  under  section  722(b)  (4),  relief  is  necessary  because  the  average  base 
period  net  income  does  not  reflect  the  normal  operation  for  the  entire  base 
period  of  the  business.  Any  amount  of  relief  to  be  computed  must  therefore 
be  based  upon  the  normal  operation  for  the  entire  base  period.  Although  it 
may  be  ''normal"  for  a  newly  commenced  business  to  have  an  operating  deficit 
or  low  earnings  in  the  first  years  of  operation,  such  a  condition  may  not 
represent  "normal  earnings"  or  "normal  operation"  for  the  corporation  as  it 
is  presumed  to  exist  at  the  end  of  the  base  period  with  two  years'  earlier  expe- 
rience. Moreover,  in  the  example  given  no  normal  operating  conditions  were 
postulated  for  1936. 

Second,  the  contention  misapprehend^^e  purpose  of  the  push-back  rule, 
which  is  to  provide  for  the  computation  of  the  normal  earning  level  at  the  end  of 
the  base  period  rather  than  for  the  complete  reconstruction  of  the  entire  base 
period. 

Third,  the  method  contended  for  would  result  in  a  computation  of  normal 
earnings  in  the  case  of  the  taxpayer  which  had  not  reached  its  normal  earning 
level  by  the  close  of  its  base  period  which  is  radically  different  from  the  com- 
putation in  the  case  of  a  taxpayer  which  had  reached  its  normal  earning  level 
by  that  time. 

(b)    Reconstruction  must  be  limited  to  the  qualifying  changes. 

It  has  previously  been  mentioned  that  all  business  enterprise  was  some- 
what diflferent  at  the  close  of  1939  than  at  the  beginning  of  the  base  period. 
Likewise,  since  the  earnings  of  every  corporation  fluctuate  in  amount  from  year 
to  year,  and  since  1939  was  a  year  of  good  business  conditions,  it  is  not  unlikely 
that  the  earnings  of  the  last  year  in  the  base  period  of  many  corporations  were 
the  best  of  any  year  in  such  period.  Congress  did  not  afford  relief  for  these 
reasons.  /Tt  specifically  limited  relief  to  those  cases  in  which  the  character  of 
the  business  had  changed,  and  thus  excluded  from  relief  inconsequential  or 
routine  changes  and  situations  involving  solely  an  increase  in  earnings  in  1939 
over  prior  base  period  years//It  also  negatived  the  right  to  relief  under  section 
722 (b)  (4)  based  solely  upon  the  fact  that  the  corporation  earned  more  money 
at  the  close  of  1939  than  it  did  during  the  base  period. 

Relief  under  section  722(b)  (4)  is  necessitated  by  an  inadequacy  in  average 
base  period  net  income  caused  either  by  (1)  the  commencement  of  the  business 
prior  to  January  1,  1940,  or  (2)  the  change  in  the  character  of  the  business 
actuallv  occurring,  or  constructively  occurring  under  the  last  sentence  of  sec- 
tion 722(b)(4),  by  December  31,  1939.  The  determination  of  normal  earnings, 
therefore,  cannot  be  based  upon  circumstances,  events,  or  factors  which  are  not 
statutory  reasons  for  relief  and  which,  of  themselves,  do  not  entitle  the  tax- 
payer to  relief. 

^  Consequences  which  are  alleged  to  qualify  the  taxpayer  for  relief  and 
which  might  be  said  to  follow  from  the  actual  events  qualifying  the  taxpayer 
but  which  have  not  actually  occurred  by  December  31,  1939,  cannot  be  con- 
sidered in  determining  the  character  of  the  taxpayer  with  respect  to  which  the 
reconstruction  will  be  made. 

It  has  been  argued  that  under  the  two-year  push-back  rule  the  taxpayer  is 
authorized  to  reconstruct  earnings  based  upon  all  circumstances  which  would 
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normally  have  obtained  if  the  taxpayer  had  made  the  qualifying  changes  two 
years  earlier.  The  fact  that  additional  changes  have  been  made  within  two 
years  after  December  31,  1939  has  been  adduced  to  prove  that  such  additional 
changes  would  have  been  made  by  that  date  if  the  qualifying  change  had  been 
made  two  years  earlier.  .^ 

These  arguments  cannot  be  accepted^^The  purpose  of  the  push-back  rule 
is  not  to  enable  the  taxpayer  to  prove  what  further  qualifying  changes  might 
have  flowed  from  the  actual  qualifying  changes,  and  then  to  permit  the  recon- 
struction of  income  based  upon  all  such  changes.  The  rule  is  not  designed  to 
develop  reasons  entitling  the  taxpayer  to  relief.  The  reasons  for  relief  and  the 
change  in  the  character  of  the  business,  upon  which  relief  is  predicated,  must 
all  have  been  established  prior  to  the  use  of  the  push-back  rule.  To  hold  other- 
wise would  be  to  ignore  section  722(b)  which  requires  that  any  change  entitling 
the  taxpayer  to  relief  must  have  actually  or  constructively  occurred  prior  to 
the  end  of  its  base  period.  Constructive  occurrence  is  limited  to  situations 
involving  commitments  to  change  capacity  for  production  or  operation  and 
acquisitions  of  a  competitor's  assets  under  the  last  sentence  of  section  722(b)(4)./ 

In  the  latter  case,  the  requirement  that  substantially  all  the  competitor's 
assets  be  acquired  delimits  the  extent  of  the  acquisition  and  thus  facilitates 
the  ascertainment  of  the  facts  to  be  deemed  to  exist  on  December  31,  1939. 
In  the  commitment  case  the  problem  is  more  difficult  but  the  limitations  are 
clearly  defined.  The  last  sentence  of  section  722(a)  permits  regard  to  be  given 
to  post-1939  events  or  conditions  only  to  the  extent  necessary  to  determine 
the  change  in  the  taxpayer's  character.  As  the  regulations  (section  35.722-3 (d), 
Regulations  112)  provide,  the  post-1939  facts  are  thus  limited  to  those  facts 
which  are  necessary  to  determine  the  nature  of  the  change  in  capacity  and 
the  extent  to  which  the  change  has  been  reflected  in  the  taxpayer's  business. 
In  recognizing  these  facts,  however,  as  facts  constructively  existing  on  Decem- 
ber 31,  1939,  two  points  must  be  borne  in  mind.  The  change  referred  to  is 
the  change  to  which  the  taxpayer  was  committed ;  increases  in  capacity  which 
did  not  result  from  the  commitment  are  therefore  excluded.  Furthermore,  in 
order  for  the  actual  operation  of  the  change  capacity  to  be  the  constructive 
operation  on  December  31,  1939,  it  must  represent  the  normal  operation  for 
the  changed  capacity  within  the  framework  of  base  period  conditions.  Use 
of  such  capacity  arising  from  post-1939  conditions  which  would  not  represent 
normal  base  period  conditions  cannot  be  deemed  to  exist  at  December  31, 
1939,  since  base  period  earnings  predicated  upon  such  unusual  operating  condi- 
tions could  not  be  normal. 

In  summary,  no  qualifying  factor  not  in  existence,  actually  or  construc- 
tively, on  December  31,  1939,  can  be  considered  in  determining  constructive 
average  base  period  net  income,  regardless  of  the  argument  which  might  be 
made  that  it  is  a  normal  consequence  of  the  actual  change  in  character  entitling 
the  taxpayer  to  relief.  Innovations,  additions,  new  processes,  new  products, 
new  facilities,  or  any  factor  which  had  not  actually  or  constructivelv  occurred 
by  December  31,  1939,  cannot  be  brought  into  the  picture  in  determining  w^hat 
constitute  "the  business"  for  the  purpose  of  ascertaining  normal  earnings 
attributable  to  such  business. 

(c)   Normal  operating  conditions  must  be  determined  with  respect  to  the 
base  period  only. 

The  theory  of  the  excess  profits  credit  based  on  income  is  that  average 
income  for  a  normal  period  shall  be  considered  the  standard  of  normal  earn- 
ings by  which  excess  profits  are  to  be  measured.    The  base  period  was  con- 
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sidered,  generally,  to  be  a  normal  period.  The  committee  reports  on  section 
722,  as  amended  by  the  Revenue  Act  of  1942,  state  "*  *  *  it  is  believed  that 
the  period  from  1936  through  1939  was  a  period  of  moderate  prosperity  for 
business  in  general." 

'  Normal  earnings  and  normal  operations  do  not  exist  in  a  vacuum.  They 
must  be  related  to  a  particular  taxable  year  or  years.  It  is  axiomatic  that 
the  income  credit  method  of  determining  excess  profits  measures  those  profits 
acfainst  a  standard  of  past  normal  earnings  rather  than  future  normal  earnings. 
Thus,  in  determining  normal  operating  conditions,  only  conditions  (actual  or 
constructive)  existing  by  December  31,  1939,  and  income  consequences  of 
such  conditions  occurring  by  that  date,  may  be  regarded.  No  weight  can  be 
given  to  contentions  that  the  post-war  consequences  of  such  conditions  should 
be  taken  into  account.  Such  post-war  consequences  may  represent  normal 
operating  conditions  for  the  post-war  period.  They  do  not  represent  normal 
operating  conditions  prior  to  January  1,  1940, 

Actual  average  base  period  net  income  computed  under  section  713  is 
related  to  the  statutory  base  period.  There  is  nothing  in  section  722  which 
changes  this  concept  of  the  base  period.  Furthermore,  when  faced  with  the 
necessity  of  determining  a  normal  earning  level  which  had  not  been  reached 
by  the  close  of  the  base  period,  section  722  (b)(4)  provides  for  a  two-year 
lengthened  experience  within  the  framework  oLthe  base  period  rather  than 
for  an  extension  into  the  excess  profits  period. /K^there fore  follows  that  normal 
operations  and  normal  earnings  for  any  taxpayer  seeking:  relief  under  section 
722  (b)(4)  must  be  constructed  in  the  light  of  general  business  conditions 
such  as  existed  within  the  period  from  1936  to  1939.^his  does  not  necessarily 
mean  that  particular  industry  conditions  existing  during  the  same  period  must 
also  be  used.  The  problems  involved  in  determining  particular  industry  con- 
ditions will  next  be  discussed. 

(2)  Determination  of  normal  operating  conditions. 

The  situation  which  qualifies  the  taxpayer  for  relief  under  section  722 
(b)(4)  is  either  a  commencement  or  a  change  in  character.  This  means  that 
in  the  reconstruction  of  normal  earnings  for  the  taxpayer  as  changed  a  high 
degree  of  reliance  must  be  placed  upon  inferences  drawn  from  pertinent  observ- 
able data.  The  bases  for  such  inferences  will  vary  depending  upon  the  nature 
of  the  new  or  changed  business  and  the  particular  facts  in  each  case.  Thus, 
if  a  taxpayer  increased  its  productive  capacity  early  in  the  base  period,  its 
subsequent  experience  prior  to  January  1,  1940  might  furnish  all  the  evidence 
necessary  to  establish  normal  earnings  for  the  enlarged  business.  On  the 
other  hand,  if  the  taxpayer  changed  over  its  plant  toward  the  end  of  the  base  , 
period,  but  prior  to  1940,  to  produce  an  entirely  different  product,  it  might, 
be  necessary  to  draw  inferences  from  the  experience  of  corporations  producing 
similar  products  and  to  reconstruct  the  taxpayer's  earnings  in  the  light  of 
such  experience,  taking  into  account  diflferences  in  the  taxpayer's  plant  and 
operating  conditions.  Finally,  in  the  difficult  and  unusual  case  of  a  taxpayer 
which  began  business  just  before  1940  to  manufacture  a  product  never  before 
marketed,  it  will  be  necessary  to  determine  constructively  the  demand  for 
the  product  in  the  light  of  base  period  general  market  conditions,  to  determine 
the  competitive  position  of  the  taxpayer,  and  to  determine  at  what  costs  and 
at  what  selling  prices  the  product  would  normally  be  produced  and  sold.  This 
is  a  formidable  task  and  might  in  a  given  case  require  that  inferences  be  drawn 
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from  such  diverse  sources  as  national  or  regional  indexes  of  retail  trade,  data 
on  trends  or  fashions  of  consumption,  and  adjusted  costs  and  selling  prices 
of  related  manufactured  products. 

^  The  business  which  has  commenced  or  changed  its  character  in  the  base 
period  has  a  certain  form  and  certain  tangible  and  intangible  assets  which 
roughly  determine  its  nature  and  anticipated  profits.  Obviously,  these  charac- 
teristics of  the  taxpayer  must  be  known  before  normal  earnings  can  be  com- 
puted. The  basic  or  general  nature  of  the  new  or  changed  taxpayer  is,  however, 
only  the  starting  point  in  such  a  computation.  Equally  significant  are  the 
normal  operating  conditions,  both  internal  and  external,  under  which  the  tax- 
payer is  considered  to  have  operated  during  the  period  for  which  earnings 
are  to  be  constructed.  An  essential  prerequisite  to  the  determination  of  normal 
earmngs  is,  therefore,  the  determination  of  normal  operating  conditions. 

'^he  determination  of  normal  operating  conditions  for  a  given  taxpayer  ^ 
is  a  difficult  and  complex  matter.  This  is  true,  first,  because  of  the  inter- 
relationship among  the  various  operating  conditions  aflfecting  the  taxpayer, 
second,  because  such  conditions  must  be  inferred  rather  than  observed  directly, 
and,  third,  because  operating  conditions  normally  shift  or  change  materially 
even  within  such  a  short  period  as  four  years^^t  is  therefore  difficult  to 
formulate  general  rules  which  will  set  forth  a  definite  procedure  for  deter- 
mining normal  operating  conditions.  In  the  following  discussion,  however, 
the  basic  principles  which  underlie  the  determination  of  such  conditions  will 
be  developed. 

For  convenience,  operating  conditions  will  be  classified  as  follows: 

(a)  Internal  operating  conditions. 

(b)  General  market  conditions  and  demand  for  products  or  services. 

(c)  The  taxpayer's  competitive  position. 


Ah, 


(a)  Internal  operating  conditions. 

le  internal  operating  conditions  of  a  taxpayer  are  those  which  are 
inherent  in  its  nature  or  which  flow  from  its  operational  policies  and  practices. 
They  include  the  size  of  the  business,  the  technique  of  production  or  method 
of  operation,  the  type  and  quality  of  the  product  or  service  furnished,  and 
the  methods  of  marketing  and  distributioiy'  Other  important  internal  oper- 
ating conditions  are  the  nature  and  efficiency  of  plant  or  machinery,  the  location 
of  the  plant  with  respect  to  markets  and  sources  of  supply,  and  the  managerial 
policies  of  the  taxpayer.  Certain  of  these  conditions  are  inherent  in  the  tax- 
payer regardless  of  its  stage  of  development;  certain  others  grow  out  of,  and 
vary  with,  its  relative  maturity  and  experience.  All  such  conditions  are  re- 
flected in  the  taxpayer's  costs. 

Regarded  from  a  diflferent  point  of  view/  there  are  two  general  aspects 
of  the  taxpayer's  internal  operating  conditions.  The  first  is  the  costs  at  which 
the  taxpayer  can  produce  its  products  or  services.  The  second  is  the  stage 
of  development  of  the  taxpayer's  operations;  this  development  stage  may 
be  ind^ependent  of,  or  dependant  upon  and  caused  by,  the  development  of  a 
\  new  product  or  service. /Costs  of  the  taxpayer  will  bear  directly  upon  its 
competitive  ability  with  respect  to  other  members  of  its  industry.  Stated 
diflPerently,  they  will  have  a  direct  bearing  upon  the  price  at  which  the  tax- 
payer can  sell,  and  therefore  upon  the  share  of  the  existing  demand  which 
the  taxpayer  may  be  able  to  supply.  In  any  instance  in  which  the  development 
of  the  taxpayer  is  based  upon  the  introduction  and  exploitation  of  a  new 
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product  or  service,  such  development  may  stimulate  or  expand  the  demand 
for  the  product  or  service.  In  this  latter  type  of  situation,  the  taxpayer's  own 
costs,  as  described  above,  will  be  a  factor  in  the  determination  of  the  portion  of 
the  demand  thus  stimulated  or  expanded  which  it  will  be  able  to  supply.  In 
no  event,  however,  may  the  taxpayer's  efficiency  or  course  of  development 
concurrent  with  the  development  of  the  new  product  or  service  be  considered 
to  create  or  modify  the  general  market  conditions  under  which  the  product 
or  service  is  sold. 

It  is  obvious  that  the  internal  operations  of  a  given  taxpayer  may  in  cer- 
tain respects  be  identical  with  those  of  other  concerns  or  those  generally 
prevailing  in  the  taxpayer's  industry.  Thus,  a  taxpayer's  plant  might  have 
been  located  within  the  same  freight  rate  territory  as  those  of  its  competitors 
so  that  both  its  "in"  and  "out"  freight  costs  were  identical  per  unit  of  produc- 
tion or  sales  as  compared  with  other  concerns.  In  certain  industries  raw  mate- 
rial buying  practices  might  be  so  standardized  that  average  market  prices 
would  fairly  represent  the  cost  of  such  raw  materials  to  any  taxpayer  in  the 
industry.  Finally,  in  certain  industries  the  basic  machinery  used  might  be 
furnished  on  lease  by  the  machinery  manufacturer,  so  that  there  would  be 
no  variation  as  among  members  of  the  industry  with  respect  to  the  size  or 
basic  productivity  of  individual  machines. 

Where  such  uniformity  of  internal  operating  conditions  exists,  operating 
conditions,  such  as  those  listed  above,  of  similar  taxpayers  may  be  substituted 
without  adjustment.  However,  it  will  be  seldom  that  all  significant  operating 
conditions  will  be  identical  as  between  any  two  corporations.  Furthermore, 
it  will  never  be  safe  to  assume  without  verification  that  any  one  operating 
condition  will  be  identical  as  between  two  or  more  corporations.  Consequently, 
emphasis  must  be  placed  here  upon  differences  between  internal  operating 
conditions  rather  than  upon  similarities. 

It  is  necessary  at  the  outset  to  differentiate  between  those  internal  oper- 
ating conditions  which  are  inherent  in  the  taxpayer  and  those  which  vary 
with  changes  in  general  market  conditions  or  in  the  taxpayer's  relative  com- 
petitive position.  Such  a  differentiation  is  especially  important  in  the  applica- 
tion of  the  push-back  rule,  since  inherent  disadvantages  cannot  be  overcome 
by  experience.  Furthermore,  the  variance  or  non-variance  of  certain  internal 
operating  conditions  will  often  have  an  important  bearing  upon  the  decisions 
of  management  which  in  turn  may  influence  the  taxpayer's  competitive  position. 

For  example,  assume  that  a  manufacturer  begins  business  at  a  location 
which  requires  an  all-rail  haul  of  its  finished  product  to  the  principal  con- 
suming markets,  and  assume  further  that  the  bulk  of  the  industry  has  the 
benefit  of  a  lower  water-rail  freight  rate  without  the  offset  of  higher  in-freight 
charges.  Such  a  manufacturer  is  at  a  permanent  disadvantage  which  may 
influence  its  other  operations  in  a  variety  of  ways.  First,  it  may  operate  at  a 
permanently  lower  level  of  earnings  than  its  competitors.  Second,  it  may 
attempt  to  secure  higher  than  average  market  prices  on  the  basis  of  quality 
production.  Third,  it  may  confine  its  sales  operations  to  a  small  geographical 
segment  of  the  market  in  which  its  freight  disadvantage  is  slight.  Finally,  it 
may  find  it  possible  to  economize  in  other  costs  or  expenses  such  as  wages  or 
salaries.  In  every  case  it  will  be  necessary  in  reconstruction  to  determine  the 
possibilities  of  such  offsetting  factors.  If  none  is  found,  reconstruction  must 
take  place  within  the  framework  of  the  taxpayer's  disadvantageous  situation. 
Furthermore,  as  has  been  stated,  such  disadvantae^e  cannot  be  overcome  by 
the  application  of  the  push-back  rule. 
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Another  illustration  of  inherent  disadvantage  in  internal  operating  condi- 
tions might  be  found  in  the  case  of  a  taxpayer  beginning  business  but  with 
old  and  relatively  inefficient  machinery  or  plant.  Various  consequences  might 
flow  from  this  fact.  Its  maintenance  expense  might  be  very  high  but  this 
disadvantage  might  partially  be  oft'set  by  lower  interest  and  depreciation 
charges.  More  important,  such  a  taxpayer  might  be  at  a  disadvantage  in  the 
quality  of  production  and  might  even  be  precluded  by  limitations  of  its  plant 
from  the  manufacture  of  certain  types  of  goods  normally  produced  by  its 
competitors.  The  profits  of  such  a  plant  might,  because  of  the  relative  inflexi- 
bility of  its  machines,  be  particularly  vulnerable  in  an  industry  characterized 
by  constant  shifts  in  the  type  of  finished  goods  produced.  Still  another  illustra- 
tion of  inherent  disadvantage  in  internal  operating  conditions  would  be  fur- 
nished by  a  taxpayer  the  operations  of  which  were  affected  by  law,  charter,  or 
contract  limitations. 

On  the  other  hand,  a  taxpayer  might  enjoy  an  advantage  in  internal  oper- 
ating conditions  which  was  inherent  in  its  plant  or  location.  Thus,  a  taxpayer 
might  begin  business  with  a  new  process  which,  while  available  to  its  com- 
petitors, would  not  be  adopted  by  them  because  of  the  heavy  abandonment 
loss  which  would  be  involved  in  the  scrapping  of  older  but  serviceable 
machinery  representing  a  large  investment.  Here  again,  various  consequences 
might  flow  from  such  a  situation.  The  taxpayer  might,  for  example,  content 
itself  with  a  relatively  small  portion  of  the  total  industry  output  and  would 
thus  not  translate  its  cost  advantage  into  price  reductions.  On  the  contrary, 
it  might  utilize  its  cost  savings  to  secure  volume  by  underselling  its  com- 
petitors. The  course  it  would  take  and,  consequently,  the  course  reconstruction 
must  take  must  be  inferred  from  the  initial  management  policies  undertaken 
by  the  taxpayer,  from  the  nature  of  the  industry,  and  from  standard  competi- 
tive practices  of  the  taxpayer's  competitors.  Although  this  is  a  difficult 
problem,  it  involves  exactly  the  kind  of  analysis  which  would  ordinarily  be 
made  before  a  decision  to  enter  into  business  would  be  reached.  In  a  section 
722(b)(4)  determination,  moreover,  there  will  always  be  available  more  infor- 
mation than  is  available  to  a  beginning  management,  since  the  taxpayer  will 
always  have  begun  business  and  often  will  have  had  considerable  base  period 
experience. 

In  the  type,  of  case  discussed  just  above  the  same  general  principles  which 
were  discussed  in  connection  with  a  taxpayer  with  disadvantageous  internal 
operating  conditions  must  be  observed.  Thus,  it  may  well  happen  that  what 
appear  to  be  net  advantages  will  be  offset  by  corresponding  disadvantages. 
Furthermore,  in  no  case  will  it  be  proper  to  adjust  for  a  cost  advantage 
growing  out  of  favorable  internal  operating  conditions  without  taking  into 
account  the  effect  of  such  advantages  upon  the  other  operating  conditions  of 
the  taxpayer,  particularly  upon  its  competitive  position. 

Thus  far  the  discussion  has  been  concerned  only  with  differences  in 
internal  operating  conditions  which  are  inherent  in  the  taxpayer.  Certain 
other  internal  operating  conditions,  while  characteristic  of  a  taxpayer  at  a 
given  time  or  at  given  rates  of  operation,  might  be  expected  to  change  radically 
with  experience  or  with  a  changing  volume  of  sales  or  production.  Thus,  at 
the  end  of  a  taxpayer's  base  period  it  might  be  operating  at  high  overhead 
costs  per  unit  because  of  low  volume  which  in  turn  is  attributable  to  the 
taxpayer  not  having  attained  its  normal  competitive  position.  Such  operating 
condition,  i.  e.,  high  unit  overhead,  is  not  normal  for  the  taxpayer  and  must 
be  adjusted  to  the  constructive  normal  volume  determined  for  the  taxpayer. 
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The  example  just  set  out  raises  again  the  question  of  the  relationship 
between  internal  operating  conditions  and  the  taxpayer's  competitive  position. 
As  costs  go  down,  the  taxpayer's  ability  to  compete  is  increased,  and  as  the 
taxpayer's  competitive  position  Improves  its  overhead  unit  cost  tends  to 
decline.  In  reconstruction  this  would  seem  to  pose  the  difficult  question  of 
whether  to  begin  with  normal  costs  and  proceed  to  volume,  or  to  reconstruct 
costs  in  the  light  of  normal  volume.  The  answer  to  this  problem  must  be 
found  in  the  policy  of  the  taxpayer  and  in  all  of  the  circumstances  of  its  market 
and  its  competition.  Either  cost  or  volume  may  be  used  as  a  starting  point 
in  income  reconstruction.  As  reconstruction  proceeds  it  may  be  necessary  to 
modify  such  initial  assumptions  of  cost  or  volume  as  were  made  for  the 
purpose  of  providing  a  starting  point.  From  then  on,  successive  adjustments 
of  volume  and  costs  must  be  made  in  order  to  bring  into  balance  these  two 
related  factors.  In  the  final  result,  cost  and  volume  must  be  consistent  in  the 
sense  that  it  can  fairly  be  said  that  the  taxpayer,  operating  under  known 
competitive  conditions,  could  have  sold  the  finally  determined  volume  under 
conditions  of  the  finally  determined  cost.  Somewhat  more  detailed  considera- 
tion will  be  given  to  this  process  in  the  discussion  of  the  application  of  the 
push-back  rule. 

The  example  just  discussed  was  based  on  unit  overhead  costs  which  vary 
with  volume.  Other  internal  operating  conditions,  resulting  in  operating 
rather  than  overhead  costs,  may  vary  with  the  experience  of  the  new  or 
changed  taxpayer.  A  new  or  changed  plant  will  not  often  operate  with  normal 
efficiency  from  the  start.  During  the  initial  operating  period  machines  may 
not  be  perfectly  adjusted  and  a  considerable  shakedown  experience  may  be 
necessary  before  all  adjustments  can  be  made  and  before  the  various  depart- 
ments or  processes  are  coordinated  and  integrated  into  an  efficient  whole. 
Furthermore,  there  may  be  a  considerable  wastage  in  early  operations  due  to 
the  lack  of  skill  and  experience  on  the  part  of  management  and  labor.  The 
quantity  of  substandard  products  may  for  this  reason  be  abnormally  high, 
reworking  may  be  excessive,  and  returns  or  rejects  may  greatly  increase  the 
unit  cost  of  saleable  finished  goods.  To  the  extent  that  the  taxpayer  has  shown 
an  ability  to  overcome  such  handicaps,  or  to  the  extent  that  they  may  be 
demonstrated  to  be  normal  for  a  beginning  business  and  abnormal  for  a  mature 
one,  adjustment  may  be  made  for  such  initial  internal  operating  conditions, 
but  only  within  the  limits  of  the  push-back  rule. 

Certain  operating  conditions  which  did  not  and  could  not  exist  throughout 
the  base  period  may  be  assumed  to  exist  during  such  period  if  these  conditions 
were  the  basis  of  the  taxpayer's  change  or  commencement  of  business  and  if 
they  constitute  normal  and  essential  operating  conditions.  Thus,  for  example, 
suppose  a  dam  was  built  in  January  1939  making  a  river  navigable.  Imme- 
diately thereafter  a  corporation  was  formed  to  furnish  a  ferry  service  across 
the  river.  Service  began  in  June  of  1939  and  continued  thereafter.  The 
navigability  of  the  river,  made  possible  by  the  dam,  must  be  considered  one 
of  the  normal  operating  conditions  of  the  corporation.  As  such,  it  must  be 
assumed  to  have  been  in  existence  throughout  the  entire  base  period. 

(b)   General  market  conditions  and  demand  for  products  or  services. 

The  term  "market",  as  used  herein,  includes  all  conditions  and  forces  that 
influence  and  determine  prices  and  volume  of  sales.  For  the  purposes  of 
section  722  these  conditions  and  forces  are  those  which  actually  existed  prior 
to  January  1,  1940.   The  demand  for  the  products  or  services  of  a  taxpayer 
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must  be  determined  in  the  light  of,  and  be  reconcilable  with,  such  base  period 
market  conditions.  As  used  herein,  the  term  "demand"  is  equivalent  to  the 
economic  concept  of  demand,  that  is,  quantities  which  could  be  sold  at  various 
prices.  It  does  not  mean  merely  the  quantity  which  was  sold,  for  with  a  given 
demand  for  the  product  or  service,  and  under  the  same  general  market  condi- 
tions, a  greater  quantity  might  have  been  sold  if  the  price  had  been  lower. 
For  some  products  and  services  a  given  change  in  price  would  bring  about 
only  a  slight  increase  in  quantities  sold,  while  in  the  case  of  other  products 
and  services  the  same  reduction  in  price  would  bring  about  a  relatively  large 
increase  in  quantities  sold.  These  are  called,  respectively,  cases  of  inelastic 
and  elastic  demand. 

The  necessity  for  this  concept  of  demand  is  shown  by  the  fact  that,  with 
the  change  in  its  character,  the  taxpayer  may  change  the  price  at  which  it  is 
willing  and  able  to  sell  its  product  or  service.  For  instance,  a  change  in  method 
of  operation  involving  decreases  in  costs  of  production  may  be  expected  under 
competitive  conditions  to  result  in  a  reduced  price  and  an  expanded  volume 
of  sales.  The  demand  may  remain  the  same  and  yet  greater  quantities  be  sold 
at  a  reduced  \)nc^j^ 

As  a  preliminary  step  in  determining  normal  operating  conditions,  it  may 
be  necessary  to  analyze  the  market  conditions  under  which  the  taxpayer's 
products  or  services  are  sold.- The  significant  characteristics  of  the  market, 
for  present  purposes,  are  (a)  quantities  sold,  (b)  prices  received,  and  (c)  the 
willingness  of  consumers  to  purchase  additional  quantities  at  various  prices 
and  under  various  conditions.  In  analyzing  the  taxpayer's  market,  only  market 
conditions  and  forces  existing  by  December  31,  1939,  can  be  considered,  and 
the  two-year  push-back  rule  cannot  be  utilized  to  modify  such  conditions  or 
forces. /However,  in  a  proper  case  the  two-year  push-back  rule  may  be  used 
to  determine,  in  the  light  of  the  actual  market  conditions,  the  constructive 
demand  which  would  have  existed  for  the  product  or  service  if  the  taxpayer 
and  the  product  or  service  which  were  both  in  the  development  stage  had  had 
the  benefit  of  two  more  years  of  base  period  experience. 

Thus,  for  example,  assume  that  a  manufacturer  developed  and  produced 
in  1939  a  new  and  radically  improved  coal  stove  which  was  more  efficient,  ran 
for  a  longer  period  of  time  with  one  firing,  burned  a  cheaper  grade  of  coal, 
and  was  less  expensive  than  existing  coal  stoves.  By  December  31,  1939,  the 
taxpayer,  because  of  plant  development  difficulties,  produced  and  sold  a  num- 
ber of  stoves  far  less  than  the  orders  which  it  had  received.  Likewise,  because 
of  insufficient  time  in  which  to  acquaint  the  consumers  with  the  merits  and 
advantages  of  the  stove,  demand  which  could  be  said  to  be  normal  had  not  yet 
been  activated.  Although  the  push-back  rule  cannot  be  used  to  modify  the 
general  market  conditions  under  which  the  stove  must  be  sold,  the  push-back 
rule  can  be  utilized  in  order  to  establish  the  demand  for  this  particular  coal 
stove  which  would  have  existed  had  it  been  introduced  two  years  earlier. 

On  the  other  hand,  assume  that  a  corporation  began  the  manufacture  of 
a  new  light  and  safe  small  airplane  in  1939.  The  general  market  conditions 
surrounding  the  use  of  small  planes  must  be  determined  in  the  light  of  actual 
base  period  conditions  such  as  the  need  for  such  transportation  and  the  facili- 
ties for  the  use  of  such  planes,  such  as  airports,  traffic  control  systems,  auxiliary 
landing  fields,  and  repair  and  service  installations.  These  general  conditions 
cannot  be  modified  by  use  of  the  push-back  rule.  The  rule  may  be  used, 
however,  to  establish  the  volume  of  sales  which  the  taxpayer  would  normally 
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have  realized  had  it  introduced  the  plane  two  years  earlier,  regard  being  had 
for  the  possible  increase  in  the  demand  that  might  have  followed  from  the 
earlier  introduction  of  the  new  plane  under  actual  base  period  market  conditions. 
It  must  be  emphasized,  however,  that  in  any  case  in  which  a  constructive 
demand  for  the  products  or  services  of  the  taxpayer  is  established  under  the 
push-back  riile,  such  demand  must  be  consistent  with  general  business  and 
market  conditions  existing  prior  to  and  during  the  base  period,  but  prior  to 
January  1,  1940.  The  market  conditions  during  1939,  which  was  a  year  of 
relatively  good  business  conditions,  could  not  be  taken  as  the  market  condi- 
tions for  1938,  when  business  conditions  were  relatively  poor.  A  constructed 
demand  must  fluctuate  in  line  with  these  actual  base  period  market  condi- 
tions. Likewise,  in  determining  constructive  demand,  abnormal  events  unduly 
influencing  market  conditions  existing  by  December  31,  1939  must  be  elimi- 
nated. Thus,  in  constructing  a  normal  demand,  abnormal  market  conditions 
existing  in  1939  as  a  result  of  the  European  war  must  be  adjusted  by  elimi- 
nating the  effects  of  such  event. 

The  fact  that  the  taxpayer  commenced  business  or  changed  the  character 
of  Its  business  during  or  immediately  prior  to  the  base  period  means  that  it 
believed  that  market  conditions  were  such  that  there  was  a  demand  for  its 
products  or  services  which  it  could  supply  at  a  profit.  In  many  cases  it  will 
be  found  that  these  conditions  actually  existed  throughout  the  base  period. 
The  taxpayer  would  be  entitled  to  relief  then,  not  because  demand  existed 
during  only  a  part  of  the  base  period,  but  because  it  had  not  completed  its 
initial  development  period  prior  to  the  base  period  and  had  one  or  more  years 
of  development  losses  or  low  profits  in  its  base  period.  This  problem  is  to  be 
discussed  under  "Taxpayer's  competitive  position."  The  problem  involved 
here  is  whether,  in  the  light  of  actual  market  conditions  existing  throughout 
the  base  period,  the  demand  for  the  taxpa3fer's  product  or  service  which  was 
created  during  a  part  of  the  base  period  may  be  considered  to  exist  throughout 
the  entire  base  period. 

Stated  otherwise,  the  problem  is  whether  normal  demand  for  the  entire 
base  period  is  to  be  constructed  on  the  basis  of  demand  conditions  existing  by 
the  end  of  1939,  or  whether  demand,  actually  existing  in  such  base  period  years, 
must  be  used.  The  answer  must  depend  upon  the  nature  of  the  product,  the 
industry  of  which  the  taxpayer  is  a  member,  and  the  market  supplied. 

<■  Normal  market  and  demand  conditions  may  be  classified  into  five  categories 
as  set  forth  below : 

(i)  If  the  taxpayer  is  a  member  of  an  established  industry  which  has 
experienced  relatively  stable  demand  conditions,  actual  conditions  throughout 
the  base  period  shall  be  used. /The  fact  that  the  demand  for  the  products  or 
services  of  the  industry  was  greater  during  1939  than  at  any  prior  time  does 
not  mean  that  this  determines  the  level  for  the  whole  base  period.  Illustrations 
of  this  type  of  case  might  be  found  in  the  meat  packing  industry  or  in  the 
cotton  textile  industry.  Both  represent  well  established  industries  with  rela- 
tively stable  demand  conditions  which  do,  however,  fluctuate  with  general 
business  conditions.  The  year  1939  represented  conditions  materially  better 
than  for  the  base  period  as  a  whole.  A  taxpayer  commencing  business  or 
changing  the  character  of  its  business  within  such  industries  must  establish 
normal  operating  conditions  based  upon  the  actual  demand  existing  during 
the  base  period  years. 

//  (ii)    If  the  taxpayer  is  a  member  of  an  established  industry  which  has 
passed  its  initial  development  period  by  the  beginning  of  the  base  period  but 
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which  is  growing  normally  during  the  base  period,  actual  demand  conditions 
existing  throughout  the  base  period  shall  be  used./The  fact  that  normal  growth 
produces  demand  conditions  which  are  more  favorable  at  the  close  of  the  base 
period  than  at  any  other  time  is  immaterial.  The  radio  industry  might  be  an 
example  of  this  type  of  case.  By  the  start  of  the  base  period,  that  industry  had 
completed  its  initial  development  stage.  Constant  developments  made  during 
the  base  period  increased  the  demand  for  the  products  of  the  industry,  but 
could  not  be  considered  to  have  changed  the  character  of  the  industry  or  to 
have,  in  effect,  given  it  a  second  development  period.  Rather,  the  develop- 
ments and  the  expanding  demand  are  to  be  considered  as  the  normal  experi- 
ence of  industries  after  their  development  stage.  If  a  corporation  started 
business  in  the  radio  industry,  the  determination  of  normal  operating  condi- 
tions would  be  made  by  reference  to  the  actual  demand  conditions  existing 
throughout  the  base  period.  Demand  conditions  existing  as  of  December  31, 
1939,  would  not  be  assumed  to  have  existed  in  any  prior  base  period  year. 

(iii)  Situations  requiring  the  same  treatment  of  normal  demand  condi- 
tions described  in  (i)  and  (ii)  above  might  exist  even  if  the  taxpayer  was  a 
member  of  a  new  industry.  This  would  occur  rf  the  taxpayer's  product  repre- 
sented a  new  or  better  method  of  satisfying  an  existing  demand  previously 
supplied  by  a  different  or  inferior  product,  and  if  such  demand  fluctuated  with 
general  business  conditions  or  showed  normal  growth.  The  introduction  of 
the  product  did  not  materially  increase  the  demand  for  the  type  of  material  or 
equipment  represented  by  the  new  product.* 

To  illustrate,  assume  that  mechanical  refrigerators  for  home  use  were  not 
developed  to  a  commercially  marketable  point  until  1935  (actually  that  point 
was  reached  earlier).  Their  development  was  not  caused  by  any  new  need. 
The  demand  for  refrigeration  was  formerly  supplied  by  ice.  Assume  that  the 
introduction  of  the  mechanical  refrigerators  did  not  create  any  substantial 
increase  in  the  demand  for  refrigeration,  but  that  users  of  ice  refrigeration 
changed  over  to  mechanical  refrigeration.  In  determining  normal  operating 
conditions  of  a  taxpayer  starting  to  manufacture  mechanical  household  re- 
frigerators, the  actual  demand  for  refrigeration  existing  during  the  base  period 
must  be  used.  Reconstruction  cannot  be  made  on  the  basis  of  the  demand  for 
refrigeration  as  of  December  31,  1939.  In  other  words,  whether  the  demand 
for  the  taxpayer's  product  or  service  is  to  be  taken  as  it  was  during  the  base 
period  or  is  to  be  reconstructed  for  the  entire  base  period  upon  the  basis  of  the 
demand  existing  as  of  December  31,  1939,  depends  upon  the  nature  of  the 
demand  for  the  product  in  relation  to  the  general  market  conditions,  and  not 
merely  upon  whether  the  taxpayer  was  a  member  of  a  new  industry  which 
commenced  during,  or  immediately  prior  to  the  base  period. 

(iv)  A  situation  analogous  to  (iii)  above,  but  requiring  certain  assumed 
demand  conditions,  is  presented  by  the  following  type  of  case  : 

^he  taxpayer  commenced  business  during  or  immediately  prior  to  the 
base  period,  manufacturing  a  newly  invented  product  developed  for  use  as  a 
part  of  a  final  product  made  by  another  industry,  ^he  market  for  the  tax- 
payer's product  comprises,  not  the  ultimate  consumers,  but  the  other  industry 
using  the  product  in  its  own  manufacturing  processes..  The  market  is  the 
secondary  rather  than  the  primary  consumers'  market,  and  the  new  product 
did  not  increase  the  final  consumer  demand.//  , 

Assume  that  the  industry  which  buys  the  taxpayer's  product  is  repre* 
sented  by  case  (iii)  above/zAlthough  the  demand  for  the  new  product  did  not 
actually  exist  before  the  development  of  the  new  invention,  such  demand  was 
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in  potential  existence,  since  there  was  a  demand  for  the  product  to  which  the 
invention  pertains. /The  extent  of  the  potential  demand  in  earlier  years  can 
be  ascertained,  based  on  the  sales  of  the  complete  products  to  consumers. 
This  demand  should  be  employed  in  the  reconstruction ;  the  assumption  should 
not  be  made  that  no  demand  existed  in  earlier  years,  or  that  demand  as  it 
existed  on  December  31,  1939,  should  be  used  as  the  basis  of  reconstruction 
for  the  entire  base  period.  Normal  operating  conditions  for  the  taxpayer  must 
be  predicated  upon  the  existence  of  an  available  market  for  the  product,  but 
only  to  the  extent  of  the  demand  that  was  in  potential  existence.  Illustrations 
of  this  type  of  situation  follow : 

A  corporation  engaged  in  research,  manufacture,  and  sale  of  chemical 
products  in  1938  developed  a  new  fluid  for  use  as  hydraulic  brake  fluid  in 
automobiles.  Assume  that  automobiles  generally  were  not  equipped  with 
hydraulic  brakes  until  1938,  but  before  that  time  used  mechanical  brakes. 
There  was  no  material  demand  in  1936  or  1937  for  hydraulic  brake  fluid.  To 
deny  the  existence  of  a  demand  for  a  product  which  was  actually  used  during 
the  base  period,  and  for  which  a  permanent  use  was  established  during  such 
period,  would  not  enable  the  base  period  to  reflect  the  normal  operation  for 
the  entire  base  period  of  the  new  or  changed  business.  Therefore,  the  existence 
of  a  demand  for  hydraulic  brake  fluid  must  be  assumed  in  1936  and  1937.  Such 
demand,  however,  must  be  based  upon  the  number  of  cars  actually  manufac- 
tured and  in  use  during  those  years,  and  cannot  be  predicated  upon  the  number 
of  cars  manufactured  and  in  use  during  1939. 

The  same  principles  and  result  would  follow  if  the  product  made  by  the 
taxpayer  was  used  by  the  consumer  as  an  additional  part,  rather  than  as  a 
replacement.  Thus,  assume  that  self-starters  for  airplanes  were  developed  and 
placed  on  the  market  in  1937.  They  were  immediately  used  in  the  manufacture 
of  airplanes,  doing  away  with  the  necessity  of  hand-starting.  If  a  taxpayer 
commenced  business  to  manufacture  self-starters  in  1937,  a  demand  for  the 
product  must  be  assumed  to  have  existed  in  1936,  based  upon  the  number  of 
airplanes  actually  made  that  year  which  would  have  used  such  a  product. 

(v)  There  is  one  type  of  situation  in  which  it  may  be  proper  to  assume 
demand  conditions  for  the  entire  base  period  with  reference  to  demand  condi- 
tions actually  or  constructively  existing  by  December  31,  1939.  Such  a  case 
is  one  in  which  the  taxpayer  is  a  member  of  a  new  industry  making  a  new 
product  or  rendering  a  new  service,  where  the  industry  commenced  either 
during  or  immediately  prior  to  the  base  period,  and  during  that  period  was 
in  its  initial  development  stage/ 

In  this  type  of  situation,  it  must  be  determined  that  the  introduction  of 
the  new  product  or  service  together  with  the  sales  promotion  activities  of  the 
taxpayer  created  a  new  demand.  Care  must  be  taken  to  distinguish  between 
the  case  described  in  (iv)  above,  where  the  product  is  a  component  of  another 
product  with  an  established  demand,  and  the  instant  case  where  the  new 
product  or  service  actually  creates  the  ultimate  demand.  In  the  former  type 
of  case,  the  ultimate  demand  is  the  one  which  must  be  considered.  If  the 
introduction  of  the  component  product  or  service  does  not  have  the  effect  of 
creating  additional  demand  for  the  final  product  or  service,  the  case  falls 
under  the  principles  discussed  in  (iii)  and  (iv)  above.  In  rare  instances,  the 
new  or  different  component  may  have  the  effect  of  creating  additional  demand 
for  the  final  product.  In  such  event,  the  case  would  be  within  the  principles 
discussed  under  this  type  of  situation. 
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If  the  introduction  of  the  new  product  or  service  had  occurred  late  in  the 
base  period  with  a  consequent  incomplete  development  of  the  demand,  and  if 
the  demand  would  have  been  greater  had  the  product  or  service  been  intro- 
duced earlier,  the  push-back  rule  may  be  used  in  determining  the  extent  of 
the  demand  by  December  31,  1939.  This  use,  however,  affords  no  grounds  for 
departing  from  the  actual  market  conditions  and  economic  circumstances 
bearing  on  the  industry  in  question  which  would  limit  the  development  of 
new  demand  in  the  two-year  extended  period.  Moreover,^  should  be  stressed 
that  the  taxpayer  for  which  the  demand  is  being  constructively  determined  is 
the  taxpayer  as  it  existed  at  the  end  of  the  base  period  with  the  capacity 
actually  existing,  or  constructively  assumed  to  exist  under  the  commitment 
rule,  as  of  that  date.  Neither  the  physical  characteristics  of  the  taxpayer  nor 
the  general  market  conditions  under  which  demand  is  to  be  constructively 
determined  may  be  enlarged  or  modified  by  the  application  of  the  push-back  rul^ 

As  previously  noted,  the  general  market  conditions  existing  by  December 
31,  1939,  upon  which  base  period  market  conditions  may  be  predicated,  must 
be  normal  market  conditions.  This  means  that  abnormal  circumstances  having 
an  effect  upon  the  market  as  of  that  date  must  be  eliminated.  The  demand 
must  also  be  analyzed  to  determine  that  there  is  a  presumption  of  perma- 
nence and  continuance.  Demand  conditions  which  cannot  be  expected  to 
represent  normal  demand  conditions  must  be  discounted.  In  the  case  of  a 
new  product,  the  first  flush  of  demand  may  be  based  in  part  upon  novelty  and 
thus  may  represent  a  condition  which  cannot  be  considered  to  be  normal. 
Likewise,  the  normal  demand  for  the  product  or  service  must  take  into  account 
the  competitive  nature  of  business  activity. 

The  following  example  illustrates  the  type  of  situation  in  which  it  would 
be  proper  to  reconstruct  the  demand  throughout  the  entire  base  period  upon 
the  basis  of  demand  as  of  December  31,  1939: 

Assume  that  certain  types  of  new  and  superior  cold  water  paints  were 
developed  during  the  base  period.  A  promotional  period  was  necessary  to 
obtain  public  acceptance,  to  demonstrate  the  superiority  of  the  paints,  and  to 
prove  their  uses.  During  the  development  period  the  demand  for  these  paints 
steadily  increased  until  by  December  31,  1939,  the  demand  was  larger  than  it 
had  been  at  any  previous  time.  It  may  fairly  be  determined  that  the  introduc- 
tion of  cold  water  paints  stimulated  a  new  demand  which  was  being  developed 
during  the  base  period.  The  use  of  actual  total  sales  during  the  base  period 
would  thus  not  reflect  normal  operating  conditions  for  the  taxpayer.  The 
demand  during  the  base  period  may  therefore  be  predicated  upon  the  demand 
existing  as  of  December  31,  1939.  Even  in  this  case,  however,  care  must  be 
taken  to  distinguish  between  the  increase  in  demand  created  by  the  new 
product  and  the  previously  existing  demand  for  paint,  a  portion  of  which  the 
cold  water  paint  would  be  able  to  capture  and  supply.  Insofar  as  the  latter 
demand  is  concerned,  conditions  during  the  base  period  must  be  taken  as  they 
actually  existed.  Insofar  as  the  increase  in  demand  is  concerned,  base  period 
reconstruction  mav  be  predicated  upon  facts  actually  or  constructively  existing 
by  December  31,  1939. 

The  discussion  at  this  point  has  been  designed  to  afford  a  basis  for 
ascertaining  the  demand  for  the  taxpayer's  product  or  service,  that  is,  the  total 
quantity  which  can  be  sold,  and  the  prices  at  which  such  quantity  will  be 
absorbed.  The  treatment  of  demand  conditions  has  carried  the  theory  of 
normal  operating  conditions  to  its  logical  conclusion.  It  has  determined  the 
demand  throughout  the  base  period  not  in  the  light  of  the  developing  and 
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expanding  demand  actually  existing  during  the  base  period,  but  in  the  light 
of  the  demand  existing  actually  or  constructively  by  December  31,  1939.  The 
problem  here  discussed  is  to  be  distinguished  sharply  from  the  establishment 
of  the  portion  of  the  demand  which  the  taxpayer  will  be  able  to  secure  for 
itself.  This  latter  problem  is  now  to  be  discussed  under  ''Taxpayer's  com- 
petitive position." 

(c)   Taxpayer's  competitive  position. 

The  previous  discussion  of  market  and  demand  conditions  has  been  lim- 
ited to  the  principles  to  be  used  in  determining  the  demand  throughout  the 
base  period  for  the  product  or  service  supplied  by  the  taxpayer.  The  next 
problem  to  be  discussed  is  the  method  of  determining  what  share  of  that 
demand  would  normally  be  supplied  by  the  taxpayer,  and  at  what  prices,  or, 
in  other  words,  the  taxpayer's  normal  competitive  position  in  its  industry. 
The  discussion  will  apply  to  both  the  use  of  the  push-back  rule  and  to  the 
computation  of  normal  earnings  for  the  entire  base  period. 

Section  722,  as  it  existed  prior  to  the  amendments  by  the  Revenue  Act  of 
1942,  required,  in  the  case  of  a  taxpayer  that  had  changed  its  character  prior 
to  January  1,  1940,  that  it  show  what  it  would  have  earned  in  each  base  period 
year  under  conditions  then  actually  prevailing.  Section  722 (a)  ( 1 )  ( A)  required 
such  a  taxpayer  to  establish — 

"the  amount  that  would  have  been  its  average  base  period  net  income 
*  *  *  if  the  character  of  the  business  as  of  January  1,  1940,  had  been 
the  same  during  each  of  the  taxable  years  of  such  base  period.  *  *  *" 

Section  722  as  it  exists  today  requires  the  taxpayer  to  establish  the  fair 
and  just  amount  representing  normal  earnings  based  on  normal  operations 
throughout  the  entire  base  period.  In  some  cases  the  determination  of  normal 
operating  conditions  and  therefore  normal  earnings  must  be  reached  by  the 
procedure  detailed  in  the  1941  regulations  under  section  722  since  such  pro- 
cedure results  in  normal  earnings.  In  many  other  cases,  however,  this  method 
would  produce  a  distorted  picture  of  the  taxpayer's  normal  operations  and 
therefore  would  not  result  in  normal  earnings. 

There  are  two  general  approaches  to  the  problem  of  determining  the  tax- 
payer's normal  competitive  position  in  its  industry  for  the  entire  base  period. 
The  selection  of  the  appropriate  approach  in  a  particular  case  can  be  made 
only  by  analyzing  the  relationship  between  the  taxpayer  and  its  industry,  and 
the  nature  of  the  demand  for  the  product  or  service. 

(i)  First  approach. 

The  first  approach  requires  that  the  taxpayer  demonstrate  saleability,  that 
is,  the  portion  of  the  demand  which  the  taxpayer  would  have  been  able  to 
capture  during  each  of  the  base  period  years,  if  it  had  been  in  existence  or 
changed  in  character  during  each  of  such  years,  under  the  actual  general 
market  conditions  and  the  demand  and  internal  operating  conditions,  which 
are  assumed  to  be  normal  to  the  taxpayer.// 

This  approach  necessitates  an  analysis  of  the  demand  for  the  taxpayer's 
product  in  the  base  period,  an  examination  of  the  competitive  advantages  or 
disadvantages  of  the  taxpayer  in  relation  to  its  competitors,  and  an  evaluation 
of  the  sales  and  production  policies  of  the  taxpayer  and  its  competitors.  It  is 
necessary  to  estimate  the  effect  of  the  taxpayer's  additional  production  upon 
industry  selling  prices,  upon  established  selling  and  competitive  practices,  and 
possibly  upon  costs,  particularly  of  labor  and  raw  materials.    In  short,  there 
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is  required  retrospectively  precisely  the  type  of  prospective  profits  analysis 
which  a  prudent  management  would  make  prior  to  undertaking  a  change  of 
the  sort  contemplated  here. 

This  approach  must  be  used  in  all  cases  in  which  the  taxpayer  has  not 
proved  that  it  has  established  itself  as  a  stable  member  of  its  industry  at  a 
given  competitive  level,  and  that  this  competitive  position  would  be  main- 
tained under  demand  and  general  market  conditions  comparable  to  those  exist- 
ing during  the  base  period. 

/  (ii)   Second  approach. 

'oJnder  the  second  approach  the  portion  of  the  demand  to  be  attributed  to 
the  new  or  changed  taxpayer  for  the  entire  base  period  is  based  upon  inferences 
drawn  from  the  performance  of  the  taxpayer  after  the  commencement  or  change 
but  prior  to  January  1,  1940./ln  most  cases,  the  portion  of  the  demand  cap- 
tured by  December  31,  1939  (either  actually  or  as  a  result  of  the  two-year  push- 
back  rule)  would  be  based  upon  the  relative  portion  of  the  actual  or  constructive 
demand  which  the  taxpayer  would  have  captured  in  each  of  the  base  period 
years  had  it  been  in  existence  in  its  changed  character  during  those  years.  If, 
for  example,  in  1939  the  taxpayer  was  able  to  capture  and  supply  15  percent  of 
the  demand  for  its  product,  it  may  be  assumed  to  have  been  able  to  capture  and 
supply  15  percent  of  the  demand  for  its  product  in  each  of  the  base  period  years 
at  the  then  prevailing  prices. 

y^T'his  approach  is  to  be  employed  only  in  those  cases  where  it  is  established 
that  the  taxpayer  has,  as  of  the  close  of  the  base  period,  actually,  or  construc- 
tively (by  application  of  the  two-year  push-back  rule),  won  a  stable  com- 
petitive position  in  its  industry/in  one  of  the  following  types  of  situations: 

1.  The  taxpayer  has  established  its  ability  to  capture  a  given  portion 
of  the  demand  under  normal  conditions  without  resort  to  disruptive  com- 
petition. In  short,  the  taxpayer  became  an  accepted  member  of  an  industry 
which  is  not  necessarily  expanding  or  subject  to  rapid  turnover  of  members. 

2.  The  taxpayer  has,  in  effect,  replaced  other  members  of  the  industry 
and  has  demonstrated  ability  to  secure  and  hold  a  given  portion  of  the 
demand  under  normal  conditions  without  resort  to  disruptive  competition. 
The  industry  normally  experiences  a  turnover  of  membership,  some  con- 
cerns vanishing  from  the  field  and  others  taking  their  place. 

3.  The  taxpayer  has  established  its  ability  to  maintain  its  relative 
competitive  position  under  conditions  of  a  growing  and  expanding  demand 
without  resort  to  disruptive  competition. 

'he  employment  of  the  second  approach  will  necessarily  be  based  upon  cer- 
tain assumptions  with  respect  to  the  taxpayer's  ability  to  supply  during  the 
entire  base  period  the  same  portion  of  the  demand  as  it  did  after  the  com- 
mencement or  change/ It  will  be  necessary  that  careful  study  be  given  to  the 
taxpayer  and  its  industry  to  determine  whether  these  assumptions  are  realistic. 
Where  the  second  approach  is  employed  one  or  more  of  the  following  assump- 
tions will  have  been  made: 

1.  The  actual  total  demand  for  the  product  or  service  of  the  taxpayer 
would  have  shown  only  normal  fluctuations  in  each  of  the  base  period 
years,  but  the  taxpayer  would  have  invaded  the  market  and  would  have 
captured  at  the  prevailing  prices  a  portion  of  the  demand  supplied  by  the 
then  existing  members  of  the  industry. 

2.  The  actual  demand  for  the  product  or  service  of  the  taxpayer  would 
have  shown  only  normal  fluctuations  in  each  of  the  base  period  years  (i.e., 
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would  have  reflected  general  market  conditions)  but  the  taxpayer,  by 
replacing  other  corporations  which  have  ceased  to  be  members  of  the 
industry,  is  considered  to  have  supplied  that  portion  of  the  demand  for- 
merly supplied  by  the  other  corporations. 

3.  The  actual  demand  for  the  product  or  service  of  the  taxpayer  would 
have  been  increasing  during  the  base  period  years,  not  as  a  result  of  normal 
growth  of  the  industry,  but  because  new  developments  occurring  late  in 
the  base  period  resulted  in  an  expansion  of  both  industry  and  demand  in  a 
period  of  initial  development.  The  expanded  demand  is  deemed  to  have 
existed  in  the  base  period  years  as  a  normal  condition  under  which  the 
taxpayer's  normal  earnings  are  to  be  constructed.  The  taxpayer  has  actually, 
or  constructively  under  the  two-year  push-back  rule,  been  ascertained  to 
have  captured  a  certain  portion  of  this  expanded  demand. 
In  addition  to  these  conditions,  this  approach  makes  the  additional  suppo- 
sition that  the  taxpayer  could  have  sold  its  product  or  service  at  the  price  level 
existing  during  the  base  period  years  and  would  not  have  had  to  reduce  prices 
so  as  to  be  able  to  capture  a  portion  of  the  demand.  Whereas  this  supposition 
might  in  some  cases  be  unrealistic  under  the  first  situation  described  above,  it 
is  entirely  consistent  with  the  second  and  third  situations.  It  postulates  the 
acceptance  of  the  taxpayer  by  the  industry  as  a  competitor  at  exising  levels  of 
competition.  In  other  words,  it  ignores  the  possibility  that  the  additional  supply 
thrust  upon  the  market  by  the  taxpayer  might  have  resulted  in  price  demorali- 
zation. 

(iii)  Illustrations. 

1.  An  industry  is  stable,  with  a  stable  demand  for  its  product.  New  mem- 
bers rarely  enter  the  industry  and  are  subject  to  intensive  competition.  The 
industry  usually  operates  at  about  half  its  capacity.  In  1939  the  demand  for  the 
product  expanded  rapidly.  In  that  year  the  taxpayer  was  formed  by  one  of  the 
employees  of  an  old  member  of  the  industry  in  order  to  obtain  the  high  current 
profits.  Since  the  unusually  good  1939  market  conditions  were  not  representative 
of  average  base  period  conditions  there  is  no  reason  to  assume  that  1939  condi- 
tions would  constitute  normal  operating  conditions  for  the  taxpayer  and  there- 
fore should  be  presumed  to  exist  in  1936,  1937  and  1938  for  the  purposes  of 
reconstruction.  Since  1939  conditions  furnish  no  criterion  of  the  taxpayer's 
ability  to  compete  under  conditions  in  prior  years  with  the  same  degree  of 
success,  and  the  taxpayer  might  not  even  have  been  in  business  under  such 
pre-1939  conditions,  it  is  necessary  to  treat  it  under  the  first  approach  and 
require  it  to  establish  what  it  could  have  earned  in  actual  competition  under 
pre-1939  conditions. 

This  requirement  would  apply  in  the  same  manner  in  the  case  of  an  exist- 
ing taxpayer  which  expanded  its  capacity  in  similar  circumstances. 

2.  Suppose  that  the  industry  is  the  same  as  that  described  in  the  preceding 
illustration,  but  the  entry  of  the  taxpayer  into  the  industry  was  not  dependent 
upon  unusually  good  market  conditions.  In  such  circumstances,  in  order  to 
realize  any  earnings,  the  taxpayer  must  capture  a  portion  of  the  demand  sup- 
plied by  other  members  of  the  industry  at  a  price  which  would  yield  it  a  profit. 
These  circumstances  represent  normal  competitive  conditions  for  the  taxpayer. 
It  is  therefore  entirely  appropriate  to  require  it  to  establish  under  the  first 
approach  what  portion  of  the  industry  sales  it  would  have  made  and  at  what 
prices,  in  order  to  establish  its  normal  earnings.  If  after  a  substantial  period  of 
actual  operations  prior  to  January  1,  1940,  the  taxpayer  has  demonstrated  its 
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ability  to  sell  given  quantities  at  given  prices,  its  normal  earnings  for  each 
base  period  year  should  be  reconstructed  under  the  second  approach  upon  the 
basis  of  the  relative  competitive  position  so  secured. 

The  more  difficult  case  will  occur  where  the  taxpayer  has  commenced 
business  late  in  the  base  period  and  is  not  able  to  demonstrate  its  competitive 
ability  on  the  basis  of  its  actual  experience  prior  to  January  1,  1940.  In  such  a 
case,  however,  its  competitive  ability  must  be  established  by  other  means.  It 
may  be  that  in  some  cases  the  taxpayer  entered  the  industry  late  in  the  base 
period  with  a  view  to  future  war  profits,  and  that  under  normal  circumstances 
it  would  never  be  able  to  acquire  a  stable  competitive  position  in  the  industry. 

3.  Another  type  of  situation  is  that  of  the  "world-beater"  product.  The 
taxpayer  produces  a  product  to  supply  an  existing  demand,  but  such  product 
is  so  superior  that  a  larger  demand  is  promptly  developed.  This  is  not  a  case 
where  the  expansion  of  demand  for  the  product  arises  from  the  development  of 
new  or  different  uses.  It  is  a  case  where  an  existing  need  which  could  not  have 
been  satisfied  by  the  old  product,  and  which  therefore  did  not  amount  to  a 
demand  for  the  old  product,  is  satisfied  by  a  new  product.  To  compute  normal 
earnings  in  such  a  case  it  would  be  necessary  to  carry  back  into  each  of  the 
base  period  years  the  new  demand  which  this  product  has  called  out.  This 
assumption  of  demand  throughout  the  base  period  has  been  discussed  above 
under  "General  market  conditions  and  demand  for  products  or  services."  In 
this  type  of  case  the  taxpayer's  competitive  position  established  as  of  Decem- 
ber 31,  1939  may  be  used  under  the  second  approach  for  the  entire  base  period. 

At  least  two  qualifications  should  be  added  to  the  solution  suggested 
here.  First,  there  will  be  many  instances  (possibly  a  majority)  where  the 
"world-beater"  product  will  give  the  taxpayer  only  a  temporary  advantage 
until  the  balance  of  the  industry  overtakes  it  with  like  products.  In  such 
instances,  the  capture  and  retention  of  the  entire  increased  demand  or  of  aU 
the  previously  existing  demand  would  not  be  normal.  Normal  operating  con- 
ditions would  reflect  a  greater  demand  than  formerly  existed,  but  one  shared 
by  the  entire  industry.  Second,  the  new  demand  must  be  in  existence,  actually 
or  constructively,  by  December  31,  1939  and  under  general  market  conditions 
then  existing.  Changes  in  the  character  of  a  business  made  in  anticipation 
of  an  enlarged  post-1939  market  cannot  serve  as  the  basis  for  relief. 

4.  Another  situation  arises  in  an  industry  characterized  by  constant  changes 
in  its  membership,  irrespective  of  general  market  or  specific  demand  condi- 
tions. Some  entering  members  may  become  permanent,  but  in  the  normal 
course  of  events  it  is  to  be  expected  that  the  mortality  rate  of  newcomers  will 
be  high.  The  stronger  and  weaker  newcomers  should  be  treated  differently 
so  far  as  assuming  that  operating  conditions  at  December  31,  1939  do  or  do  not 
represent  normal  operating  conditions  for  the  entire  base  period.  In  other 
words,  it  will  be  necessary  to  treat  certain  of  the  newcomers  under  the  first 
approach,  and  certain  others  under  the  second  approach. 

It  is  not  possible  to  formulate  any  general  objective  tests  upon  which  the 
determination  here  required  may  be  based.  It  is  suggested,  however,  that  the 
observable  characteristics  of  the  taxpayer's  business  may  provide  a  sufficient 
guide  in  many  cases.  For  example : 

a.  The  beginning  taxpayer  may  have  inadequate  working  capital  or  an 

inefficient  plant,  or  be  unfavorably  situated  in  relation  to  its  competitors. 

It  may  be  determined  historically  that  newcomers  so  situated  have  suffered 

a  high  percentage  of  ultimate  failure.  If  this  is  found  to  be  true  it  will  not 
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be  proper  to  assume  that  the  taxpayer's  operating  conditions  at  the  end  of 
its  base  period  constitute  its  normal  operating  conditions  for  its  entire  base 
period.  Such  a  taxpayer  should  be  treated  under  the  first  approach. 

b.  The  taxpayer's  customer  is  one  which  is  known  to  encourage  the 
entrance  of  newcomers  into  the  taxpayer's  industry.  It  is  the  policy  of  the 
customer  to  promote  price  competition  among  its  suppliers  by  tempo- 
rarily shifting  its  purchases  to  newcomers,  and  reverting  to  its  original 
suppliers  after  price  competition  is  established.  A  beginning  taxpayer 
operating  under  such  conditions  should  be  treated  under  the  first  approach. 

c.  The  entering  taxpayer  may  have  apparently  carved  out  a  competi- 
tive place  for  itself  in  its  industry  by  supplying  a  demand  temporarily 
neglected  by  its  competitors  for  a  different  and  more  profitable  field.  If 
the  probability  can  be  established  that  these  competitors  may  reenter  the* 
taxpayer's  field  at  any  time,  it  will  not  be  proper  to  assume  that  the 
operating  conditions  of  the  beginning  taxpayer  are  normal,  and  the  first 
approach  should  be  used. 

In  the  case  of  a  taxpayer  in  an  industry  such  as  is  here  under  discussion, 
the  possibility  of  the  existence  of  the  foregoing  circumstances  must  be  exam- 
ined. Only  if  it  can  fairly  be  stated  that  no  such  circumstances  exist,  may  the 
taxpayer  be  treated  under  the  second  approach. 

5.  An  important  type  of  case  involves  a  growing  industry  in  its  initial 
development  period,  with  the  taxpayer's  entry  timed  to,  and  based  upon,  cer- 
tain market  and  demand  conditions  then  in  existence.  If  such  conditions  can 
be  considered  normal,  reconstruction  for  the  taxpayer  should  be  based  upon 
those  demand  conditions  adjusted  to  industry  experience  and  general  market 
conditions  throughout  the  base  period.  It  is  important  that  these  market  and 
demand  conditions  be  adjudged  permanent,  since  the  approach  to  this  type  of 
case  is  predicated  upon  the  theory  that  a  new  and  permanent  level  of  operating 
conditions  has  come  into  being,  and  that  the  taxpayer's  normal  earnings  should 
be  computed  upon  the  basis  of  such  new  level.  If  the  larger  demand  were  tem- 
porary, no  new  level  of  operating  conditions  could  be  said  to  have  been 
established  under  which  the  taxpayer's  activities  could  normally  be  carried 
on.  Such  conditions,  being  transitory,  could  not  establish  a  new  level  of  normal 
conditions. 

This  type  of  case  presupposes  the  expansion  of  demand  to  a  point  where 
the  existing  members  of  the  industry  would  not  be  capable  of  supplying  it 
under  regular  operating  conditions.  It  does  not  include  a  case  where  the 
existing  industry  members  can  supply  such  demand.  If  the  taxpayer  attempted 
to  enter  the  industry  under  such  latter  condition,  it  would,  in  effect,  be  similar 
to  an  attempt  to  break  into  a  stable  industry,  as  an  illustration  1,  and  normal 
earnings  for  the  taxpayer  would  then  be  based  upon  the  portion  of  the  existing 
demand  it  could  take  away  from  the  other  industry  members  and  the  addi- 
tional demand  it  could  create  and  supply. 

In  this  situation,  however,  the  taxpayer  is  operating  under  new  general 
market  conditions  which  will  be  permanent.  These  are  the  minimum  condi- 
tions which  called  it  into  being.  To  force  it  to  establish  earnings  based  upon 
operating  conditions  involving  both  a  smaller  demand  and  competition  with 
other  industry  members  to  supply  that  smaller  demand,  under  which  condi- 
tions it  would  never  have  been  formed,  would  be  to  base  earnings  upon 
abnormal  rather  than  normal  operating  conditions. 
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Accordingly,  if  the  taxpayer  is  a  member  of  an  expanding  industry  and 
both  industry  and  taxpayer  are  in  their  initial  development  period,  and  if  the 
taxpayer  comes  into  existence  as  the  result  of  certain  conditions  of  a  perma- 
nent nature  giving  rise  to  a  larger  demand,  it  is  proper  under  the  second 
approach  to  predicate  the  taxpayer's  base  period  competitive  position  upon  its 
position  as  of  December  31,  1939. 

(3)  Statutory  basis  for  determining  normal  earnings. 

Under  the  statute  the  constructive  average  base  period  net  income  must 
reflect  the  normal  operation  of  the  business  for  the  entire  base  period.  As  a 
practical  matter,  this  requires  that  normal  earnings  attributable  to  normal 
operating  conditions  at  the  end  of  the  base  period  must  first  be  established 
under  the  push-back  rule.  Therefore,  if  the  earning  level  attained  at  the  end 
of  the  base  period  is  less  than  the  level  it  would  have  reached  had  the  com- 
mencement or  change  been  made  two  years  earlier,  the  taxpayer  is  given  an 
additional  period  of  two  years  within  the  framework  of  base  period  conditions 
to  establish  what  the  earning  level  at  the  end  of  the  base  period  would  have 
been^after  such  additional  period. 

The  basic  steps  in  the  computation  of  normal  earnings  are,  therefore,  the 
following: 

(a)  Determine  whether  by  the  end  of  the  base  period  the  taxpayer  has 
reached  the  level  of  earnings  it  would  have  reached  had  it  commenced  business 
or  made  the  change  two  years  before  it  did. 

(b)  If  this  determination  is  in  the  negative,  determine  what  the  normal  earning 
level  would  have  been  at  the  end  of  the  base  period  if  the  business  had  been 
commenced  or  changed  in  character  two  years  earlier. 

(c)  Having  determined  normal  earnings  as  of  the  end  of  the  base  period> 
compute  normal  earnings  for  the  entire  base  period  based  on  normal  condi- 
tions for  the  entire  base  period^ 

(a)  Determination  of  the  applicability  of  the  push-back  rule. 

As  has  been  pointed  out,  it  is  not  theoretically  possible  to  determine  that 
the  taxpayer  has  reached  by  the  end  of  its  base  period  the  level  of  normal 
earnings  it  would  have  reached  under  the  push-back  provision  without  making 
a  computation  under  that  provision.  There  will  be  many  cases,  however,  in 
which  such  a  computation  will  not  be  necessary  because  it  will  be  clear  that 
the  full  benefit  of  the  qualifying  section  722(b)(4)  change  or  commencement 
has  been  realized  by  the  end  of  the  base  period.  This  is  likely  to  be  true,  for 
example,  in  the  following  kinds  of  cases: 

(i)  A  taxpayer  changes  its  character  by  a  complete  revision  of  its 
production  technique.  A  new  productive  process  is  adopted,  new  machinery 
is  installed  throughout  the  plant,  and  as  a  result  of  these  changes  costs 
are  substantially  reduced.  The  taxpayer's  selling  prices  remain  the  same. 
The  full  benefit  of  these  changes  is  realized  as  soon  as  the  plant  has  gone 
through  its  shakedown  experience  and  is  running  at  normal  efficiency. 

(ii)  A  taxpayer  takes  over  the  going  business  of  a  competitor.  The 
effect  of  the  change  is  not  to  increase  selling  prices,  but  simply  to  expand 
operations  and  reduce  operating  costs.  The  full  effect  of  the  change  may 
be  realized  as  soon  as  duplicated  functions  of  the  combined  businesses 
have  been  eliminated. 
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r"\   A  tnvniver  builds  a  new  plant  to  produce  a  specialty  in  urgent 

difficulties  arising  from  the  commencement  or  change 

fVip  hn<;iness  have  been  concluded.  . 

rule.  Since,  however,  many  of  the  cases  may  not  ^f "  '"'° '^^^^    ^^  ^is^uss  the 
since  the  push-back  rule  poses  difficult  problems,  it  is  necessary 
theory  and  background  of  the  rule. 

(b^  Purpose  and  application  of  the  push-back  rule. 
/The  push-back  rule  ^designed  to  enable  the  taxp^er  to  overcame  con- 
structively its  initial  development  d,fficultie£StaUd  most  direct  y     ^^^^^^ 

ste^L^-n^urrd^rf i  M  ^  -  :j;irdTt! 

Zy^^KS Se;  thin  if  a^s^L  stTpl^  Ihe^rtonstruction  of  normal 

^^"'''"'^n  Normal  earnings  under  section  722  must  be  determined  in  the 
lieht^of  ?ene?al  econo^c  conditions  which  existed  by  December  31 J939 
fefonomi  conditions  after  that  fte  cannot  be  tak-Jto  accoun,    T^^^^^^ 

^"^^'  ^'\^ch  re^™er"wm'%e7a  e%}SoSh  it  r^^  be  used  in  a 
;?op"r -e?n  t  dSinaaon  of\onst;uctive  demand  for  the  taxpayer  s 

^%'r".  ThTptrbtl^r;lnTof^e^ed•r;a,ify  changes  not  made 
(ac  iSy^rXs^ctel^'under  the  com 

939.  Thus,  a  taxpayer  which  changed  its  produc^.n  J'^^Y/^/.^-'duced  its 
reconstruct  base  period  income  9"  t^i^.^^Z/^/e'ences  such  as  increases 
new  product  two  years  earlier,  ^"'""^  °**'^' ^°"'f'7„"n^^^^^^^  additions, 

rofe"r;^Srrird=^«^ 

to  iconsSfes^he  taxpayer's  normal  competitive  pos-t.on  -  t^n- 
dustry.  The  push-back  Py?^'^'°"^,.^;*„J"";f/o,dingly  °he  taxp^ayer  must 
St=:Tn^ra^of  rTe?^^^^^^^^  shar^  't  would 

•"^T"^  ^hTp^sU'tk^ul^Vst UnSd'to  extend  the  normal  growth 
of  a^^Saye^^'oran  additlotal  two  years..  Thus,  a  taxpayer  may  have  been 

Part  V(n)(B)(3)(b) 


Part  V  (II) — Commencement  or  Change  in  Character — Reconstruction 


91 


enjoying  normal  growth  throughout  the  ba^e  period  and  in  addition  may 
have  made  a  section  722(b)(4)  qualifying  change.  If  the  benefits  of  the 
change  are  fully  reflected  in  earnings  at  the  end  of  the  base  period,  no 
increase  in  this  earning  level  can  be  allowed  on  the  theory  that  with  two 
years  added  experience  normal  growth  would  have  resulted  in  higher 
earnings.  The  push-back  rule  is  intended  only  to  give  the  taxpayer  two 
more  years  to  overcome  initial  development  experience. 

'^y\y)  The  push-back  rule  is  not  designed  to  limit  reconstruction  to  the 
two  years  prior  to  the  qualifying  change.  Reconstruction  under  section 
722(b)(4),  as  in  other  paragraphs  of  the  section,  must  in  every  case  be 
made  for  the  entire  base  period.  Thus,  in  the  case  of  a  taxpayer  making  a 
change  at  January  1,  1939,  there  is  no  warrant  under  section  722  for 
reconstructing  1937  and  1938,  leaving  1936  unchanged,  and  then  applying 
the  growth  formula  of  section  713(f)  in  computing  the  constructive 
average  base  period  net  income. 

/{y'\)  The  earning  level  at  the  end  of  the  base  period  determined  under 
the  push-back  rule  is  not  to  be  taken  as  representing  normal  earnings  for 
the  entire  base  period. 

^  (vii)  All  new  factors  affecting  production  or  operation  which  con- 
stitute reasons  for  relief,  and  all  limiting  factors  upon  production  or  opera- 
tion, the  removal  of  which  is  the  reason  for  relief,  are  to  be  considered  to 
have  existed  (or  not  to  have  existed)  throughout  the  push-back  period 
depending  upon  whether  they  existed  (or  not)  as  of  December  31,  1939. 
Thus,  impediments  to  production,  the  removal  of  which  changed  the  char- 
acter of  the  business  by  changing  the  nature  of  the  operations,  must  be 
considered  never  to  have  existed.  The  new  capacity  giving  rise  to  relief 
must  be  considered  to  have  existed  throughout  the  push-back  period. 
Similar  assumptions  must  be  made  with  respect  to  all  the  reasons  for 
relieL 

/(viii)  The  taxpayer's  normal  competitive  position  and  its  normal 
operating  costs  are  not  necessarily  to  be  determined  by  reference  to  the 
last  full  base  period  year  of  expanded  experience^  but  by  reference  to  the 
facts  as  they  existed  toward  December  31,  1939.  Normal  operating  condi- 
tions may  be  determined  in  the  light  of  data  and  information  for  the 
shortest  period  ending  at  December  31,  1939  which  truly  reflects  such 
conditions  for  the  taxpayer.  The  early  part  of  the  last  base  period  year, 
however,  may  be  a  period  of  development  and  may  not  truly  represent 
normal  operating  conditions.  Unless  it  is  demonstrated  that  such  is  the 
case,  the  entire  last  base  period  year  should  be  used.  The  last  quarter  of 
1939,  alone,  may  be  unreliable  because  of  the  effects  of  the  European  war. 

//(ix)  Under  no  circumstances  is  the  push-back  rule  to  be  applied  by 
assuming  that  the  first  two  excess  profits  tax  taxable  years  represent  the 
extended  period,  or  that  the  income  for  those  years,  adjusted  or  unad- 
justed, is  to  be  used  in  determining  the  earning  level  as  of  December 
31, 1939// 

The  aspects  of  the  taxpayer's  operations  which  may  be  normalized  by  the 
use  of  the  push-back  rule  are  its  internal  operating  conditions,  as  reflected  in 
its  costs,  its  competitive  position  in  its  industry  and  the  demand  for  its  prod- 
ucts or  services,  as  reflected  in  its  sales.  Some  cases  will  involve  all  aspects, 
others  only  one  or  two. 
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In  applying  the  push-back  rule  to  determine  the  normal  operating  condi- 
tions of  the  taxpayer,  consideration  should  be  given  to  such  factors  as  the 
type  of  operations  engaged  in  by  the  taxpayer,  to  the  stage  of  its  actual 
development  by  December  31,  1939,  to  its  prior  rate  of  development,  and 
to  its  future  prospects  under  normal  conditions  as  such  prospects  actually 
existed  at  December  31,  1939.  When  cost  factors  are  to  be  ascertained,  per- 
tinent considerations  may  include  the  efficiency  of  the  labor  force,  the  manner 
in  which  the  equipment  is  operated,  the  relationship  between  actual  production 
and  capacity  of  the  business,  and  the  relationship  between  the  operations  of 
the  taxpayer  and  those  of  other  members  of  its  industry.  When  the  taxpayer's 
competitive  position  is  to  be  ascertained,  pertinent  factors  may  include  the 
taxpayer's  position  in  its  industry  with  respect  to  that  portion  of  the  busmess 
which  is  not  changed,  the  reasons  for  the  change  in  character  or  the  commence- 
ment of  business,  the  relationship  between  the  taxpayer's  sales  and  its  capacity 
to  produce,  its  relationship,  to  other  members  of  its  industry,  the  prevaihng 
competitive  practices,  the  sales  policies  of  the  taxpayer,  and  the  nature  of 
demand  conditions  for  the  product  or  services  furnished. 

When  the  demand  for  the  taxpayer's  product  must  be  determined,  per- 
tinent considerations  may  include  the' nature  of  and  uses  for  the  product,  the 
advertising  and  sales  promotion  policies  of  the  taxpayer,  and  the  responsiveness 
of  sales  to  changes  in  price. 

In  determining  what  the  taxpayer's  internal  operating  conditions,  demand 
for  its  product,  and  its  competitive  industry  position  would  have  been  by 
December  31,  1939,  had  it  commenced  business  or  made  the  change  in  character 
two  years  before  it  did,  the  principles  and  rules  discussed  under  "Determma- 
tion  of  normal  operating  conditions"  must  be  observed.  Thus,  if  the  tax- 
payer is  able  to  use  the  second  approach  in  reconstructing  its  normal  com- 
petitive industry  position,  its  competitive  position  actually  attained  by  Decem- 
ber 31,  1939  may  be  taken  into  consideration  as  a  factor  in  determining  what 
its  normal  position  would  have  been  as  of  the  close  of  the  base  period  under 
the  push-back  rule.  If  the  taxpayer  must  use  the  first  approach,  a  more  detailed 
analysis  must  be  made  in  order  to  ascertain  what  that  normal  position  would 
have  been. 

No  hard  and  fast  rules  may  be  prescribed  to  govern  determination  of 
normal  operating  conditions.  Pure  speculation,  however,  is  not  warranted. 
Such  determination  should  be  made  in  the  light  of  ordinary  and  reasonable 
business  experience  as  applied  to  particular  cases. 

(c)   Computation  of  normal  earnings  for  entire  base  period. 

Once  normal  operating  conditions  as  of  December  31,  1939,  have  been 
determined,  an  amount  of  excess  profits  net  income  can  be  computed  upon 
the  basis  of  such  conditions  through  the  conversion  of  sales  volume  into  gross 
receipts  and  the  ascertainment  of  normal  costs  and  expenses.  The  next  step 
is  to  proceed  with  the  reconstruction  for  the  entire  base  period. 

If  the  taxpayer  is  required  to  use  the  first  approach  described  in  "Tax- 
payer's competitive  position"  under  which  it  must  establish  the  volume  of  sales 
it  would  have  been  able  to  make  in  each  base  period  year  as  it  may  actually 
or,  under  the  push-back  rule,  constructively  constituted  as  of  December  31, 
1939,  a  detailed  determination  of  normal  operating  conditions  and  normal 
earnings  must  be  made  for  each  base  period  year. 

If  the  taxpayer  is  able  to  use  the  second  approach,  under  which  its  com- 
petitive position  throughout  the  base  period  will  be  assumed  to  be  the  position 
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which  it  is  determined  to  have  secured  actually  or  constructively  by  the  end  of 
its  base  period,  a  detailed  determination  of  normal  operating  conditions  for 
each  base  period  year  will  not  be  necessary.  In  such  event  the  normal  oper- 
ating conditions  and  earnings  existing  actually  or  constructively,  as  of  the 
end  of  its  base  period  will  serve  as  the  point  of  departure  for  the  reconstruction 
for  the  entire  base  period. 

(C)    Methods  and  techniques  of  reconstruction. 

The  first  step  in  actual  reconstruction  is  to  determine  the  normal  oper- 
ating conditions  for  the  particular  taxpayer.  The  next  step  is  to  translate 
these  conditions  into  a  fair  and  just  amount  representing  normal  earnings.  To 
accomplish  these  steps,  certain  methods  and  techniques  must  be  utilized  in 
the  determination  of  net  income,  both  in  the  application  of  the  push-back 
rule  and  in  the  reconstruction  for  the  entire  base  period. 

Net  income  may  be  reconstructed  as  a  single  amount  or  it  may  be  recon- 
structed to  show,^  in  greater  or  less  detail,  the  various  items  of  income  and 
deductions  comprising  the  net  income.  The  net  income  or  its  component  items 
must  in  turn  be  obtained  from  certain  sources  of  information  which  show  what 
items  of  income  or  deductions  or  net  income  would  result  from  the  determined 
normal  operating  conditions.  These  sources  of  information  are  chiefly  the 
taxpayer's  own  experience  and  the  experience  of  comparable  concerns.  Finally, 
these  sources  of  information  may  indicate  the  actual  dollar  amount  of  income, 
deductions,  or  net  income  that  would  result  from  the  determined  operating 
conditions.  Or  they  may  indicate  the  ratios  existing  between  the  income, 
deductions,  or  net  income  of  comparable  concerns  and  of  the  taxpayer  for 
which  reconstruction  is  to  be  made.  Similarly,  ratios  may  be  obtained  between 
various  items  of  income  and  deduction  entering  into  the  net  income  of  either 
the  taxpayer  or  a  comparable  concern. 

(1)  Sources  of  information. 

The  basic  objective  of  any  method  of  reconstruction  is  to  translate  normal 
operating  conditions  into  income,  deductions,  or  net  income.  Therefore,  any 
technique  is  acceptable  which  shows  the  amount  of  net  income  which  vvould 
result  from  the  established  normal  operating  conditions,  provided  that  such 
technique  reflects  the  application  of  sound  accounting  and  economic  principles 
to  the  facts  in  the  particular  case.  In  a  given  case,  several  different  techniques 
and  several  sources  of  information  may  be  utilized  in  order  to  obtain  the 
final  result.  No  one  technique  or  source  of  information  may  be  said  to  be 
generally  preferable  to  another,  except  insofar  as  one  may  be  peculiarly  adapted 
to  reflect  a  particular  kind  of  change  in  character  or  a  particular  item  of 
income  or  deduction.  Thus,  in  reconstructing  for  a  taxpayer  which  commenced 
business  during  the  base  period,  volume  of  sales  and  selling  price  may  be 
ascertained  from  an  analysis  of  the  taxpayer's  gross  income  from  sales  during 
the  base  period,  if  such  gross  income  fully  reflects  its  competitive  practices 
and  the  experience  and  efficiency  of  its  sales  force.  At  the  same  time  cost  of 
goods  sold  might  be  based  on  the  experience  of  other  members  of  the  industry 
if  the  taxpayer's  own  experience  in  this  respect  is  inadequate,  but  will,  after 
development,  follow  the  experience  of  such  other  members  by  reason  of 
similarity  in  manufacturing  processes,  sources  of  raw  materials,  labor  and 
indirect  manufacturing  costs  or  by  reason  of  measurable  differences  in  these 
components  of  manufacturing  costs  and  costs  of  sales.  Similar  considerations 
are  pertinent  to  taxpayers  not  engaged  in  manufacturing. 
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The  sources  of  information  to  be  used  in  reconstruction  are  as  follows: 

The  operations,  income,  deductions,  or  net  income  of  the  taxpayer 
before  and  after  the  change  in  character  or  after  its  commencement  of 
business; 

The  operations,  income,  deductions,  or  net  income  of  another  concern, 
the  normal  operating  conditions  of  which  are  identical  with,  or  bear  an 
established  relationship  to,  the  normal  operating  conditions  of  the  tax- 
payer ; 

The  operations,  income,  deductions,  or  net  income  of  several  such 
comparable  concerns  or  the  taxpayer's  industry;  and 

Pertinent  economic  and  business  data  of  general  applicability,  such  as 
sales  and  price  indexes,  prevailing  wage  rates,  cost  of  materials,  rates  of 
depreciation  and  rates  of  taxes,  which  are  related  to  the  taxpayer's  busine^ 

(a)  The  operations,  income,  deductions,  or  net  income  of  the  taxpayer. 

When  the  taxpayer  has  had  experience  either  before  or  after  the  change  in 
character,  or  after  the  commencement  of  business,  which  is  pertinent  to  the 
reconstruction,  such  experience  is  always  more  reliable  as  a  source  of  infor- 
mation than  is  the  expeHence  of  other  businesses.  Fewer  problems  of  com- 
parability of  normal  operating  conditions  are  presented.  There  is  greater 
assurance  that  special  operating  conditions  inherent  in  the  business,  but  not 
readily  apparent,  are  reflected  in  the  income  or  deductions  used  in  the  re- 
construction. This  source  of  information  is  especially  desirable  where  policy 
questions  are  involved  affecting  sales ;  and  where  an  increase  in  capacity  for 
production  of  existing  products  or  a  change  in  operation  of  the  business  is 
involved.  Finally,  with  respect  to  items  unique  in  the  taxpayer's  own  business, 
its  own  experience  may  be  the  only  reliable  source  of  information. 

In  some  instances,  actual  dollar  amounts  of  income  or  deductions  of  the 
taxpayer  may  be  used.  Thus,  if  a  taxpayer,  as  an  incident  to  an  increase  in 
capacity,  rented  an  additional  building,  the  actual  monthly  rental  would  be 
used  as  a  deduction  in  the  reconstruction.  In  other  cases  the  taxpayer's  income 
or  deductions  may  be  expressed  as  a  ratio  to  other  items  of  income  or  deduc- 
tions. For  example,  assume  that  during  the  base  period  the  taxpayer  began 
the  manufacture  of  a  new  product  for  which  additional  plant  capacity  was 
installed.  This  new  product  was  directly  related  to  the  old,  but  its  introduc- 
tion neither  retarded  nor  stimulated  sales  of  the  old  product.  By  the  end  of 
the  base  period  sales  of  the  new  product  had  reached  a  constant  ratio  to  sales 
of  the  old  product  of  approximately  25  percent.  This  ratio  might  be  applied 
to  sales  of  the  old  product  in  each  base  period  year  to  reconstruct  sales  of 
the  new  product,  thus  measuring  the  volume  of  sales  attributable  to  the  added 
capacity. 

(b)  The  operations,  income,  deductions,  or  net  income  of  another  concern. 
Where  the  changed  business  of  the  taxpayer  is  dissimilar  to  its  prior 

operations,  or  where  the  taxpayer  has  commenced  business,  it  may  be  possible 
to  select  another  business  in  an  industry  of  which  the  taxpaver  is  a  member, 
the  normal  operating  conditions  of  which  are  substantially  similar  to,  or 
bear  an  established  relationship  to,  the  normal  operating  conditions  of  the 
taxpayer.  The  point  to  be  emphasized  in  the  selection  of  a  comparable  concern 
is  that  the  similarity  of  one  or  more  of  the  relevant  normal  operating  condi- 
tions must  be  clearlv  established  before  the  use  of  its  income,  deductions 
or  net  income  reflecting  these  conditions  is  warranted.    Thus,  assume  that 
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the  taxpayer  which  commenced  business  during  the  base  period,  is  one  of 
several  companies  licensed  to  manufacture  a  product  under  the  same  patented 
process.  Even  though  their  normal  competitive  positions  are  different  their 
similar  internal  operating  conditions,  including  substantially  the  same  volume 
of  production,  may  permit  the  use  by  the  taxpayer  of  the  unit  cost  of  goods 
sold  of  one  of  the  other  concerns  using  the  same  process.  To  the  extent  that 
the  internal  operating  conditions  of  the  taxpayer  and  of  another  concern  are 
similar,  this  technique  may  be  proper  even  though  the  ultimate  products  manu- 
factured are  different.  Thus,  if  a  taxpayer  manufacturing  plastics  from  pur- 
chased chemicals  changes  its  character  by  adding  facilities  to  produce  such 
chemicals,  the  cost  of  manufacture  of  the  chemicals  by  another  concern  en- 
gaged solely  in  their  production  might  be  used  in  the  reconstruction.  Likewise, 
advertising  and  promotional  expenses  of  another  business  which  entered  the 
market  earlier  than  the  taxpayer  might  be  used  in  determining  the  advertising 
and  promotional  expenses  to  be  borne  by  the  taxpayer. 

In  the  preceding  illustrations  the  actual  dollar  amounts  of  income  or 
deductions  were  used  where  the  normal  operating  conditions  of  the  comparable 
concern  were  found  to  be  identical  with  those  of  the  taxpayer.  It  is  not 
necessary  that  identity  be  established.  In  some  instances,  it  may  be  possible 
to  find  a  comparable  concern  the  normal  operating  conditions  of  which  bear 
an  established  relationship  to  the  normal  operating  conditions  of  the  taxpayer. 
In  such  cases,  ratios  between  corresponding  income  and  deductions  of  the 
taxpayer  and  the  comparable  concern  may  be  used  in  the  reconstruction.  Thus, 
in  the  illustration  given  above  of  the  companies  manufacturing  the  same 
product  under  a  license,  it  may  be  found  that  the  taxpayer  had  sales  of  approxi- 
mately 50  percent  of  the  sales  of  another  concern  at  the  same  stage  of  devel- 
opment. This  relationship  would  have  to  be  adjusted  to  take  into  account  any 
difference  between  the  economic  conditions  which  the  corporations  encountered 
in  the  respective  years  in  which  they  commenced  business.  The  ratio,  thus 
adjusted,  might  be  applied  to  the  sales  of  the  comparable  concern  in  order 
to  determine  reconstructed  sales  of  the  taxpayer.  This  technique  might  be 
employed  both  for  the  purpose  of  the  push-back  rule  and  for  reconstruction 
of  the  entire  base  period. 

It  should  be  noted,  however,  that  the  fact  of  an  established  relationship 
for  one  operating  condition  does  not  imply  the  same  relationship  for  other 
operating  conditions.  Thus,  in  the  above  illustration,  the  adjusted  ratio  of 
sales  would  not  necessarily  apply  to  determine  cost  of  goods  sold.  It  would 
therefore  be  improper  to  apply  this  ratio  to  determine  gross  profit  on  sales, 
unless  both  the  ratio  of  sales  and  cost  of  goods  sold  between  the  two  concerns 
were  approximately  the  same. 

The  same  observation  might  be  made  as  to  ratios  between  items  of 
income  and  deductions  of  the  taxpayer  itself.  A  50  percent  increase  in  capacity 
will  not  produce  a  50  percent  increase  in  income  unless  sales  and  cost  of  goods 
sold  vary  proportionately  with  capacity. 

(c)   The  operations,  income,  deductions,  or  net  income  of  several  com- 
parable concerns,  or  the  taxpayer's  industry. 

In  many  cases  a  more  reliable  picture  of  the  constructive  experience  of 
the  taxpayer  may  be  obtained  by  reference  to  a  group  of  comparable  concerns. 
This  is  likely  to  be  true  when  no  single  concern  can  be  found  which  is  closely 
similar  to  the  taxpayer  in  all  essential  respects,  but  where  several  concerns 
have  resemblances  in  the  various  characteristics  that  are  pertinent. 
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The  use  of  several  comparable  concerns  may  serve  to  average  out  the 
amount  of  income  or  deductions  which  would  result  from  normal  operating 
conditions  which  appear  to  be  identical.  It  may  not  be  possible  to  analyze 
normal  operating  conditions  of  the  taxpayer  so  accurately  that  their  results 
can  be  translated  into  income  and  deductions  within  a  narrow  margin  of  error. 
The  use  of  several  comparable  taxpayers  serves  to  minimize  this  margin  of 
error.  Such  use  also  lessens  the  effect  of  any  special  operating  conditions 
affecting  a  single  comparable  concern  which  might  be  reflected  in  the  income 
and  deductions  to  be  attributed  to  the  taxpayer. 

The  point  to  be  emphasized  is  that  the  use  of  several  comparable  tax- 
payers should  not  be  permitted  to  average  out  differences  in  normal  operating 
conditions.  Such  procedure  would  result  in  average  earnings  of  the  comparatives 
rather  than  normal  earnings  for  the  taxpayer.  If  there  is  a  substantial  diver- 
gence in  normal  operating  conditions,  as  between  the  taxpayer  and  the  com- 
paratives, the  income  and  deductions  or  net  income  of  the  comparative  businesses 
can  be  used  only  by  means  of  established  ratios  of  relationship  to  the  taxpayer. 
If  the  taxpayer  is  qualified  for  relief  and  if  its  experience  and  background  are 
insufficient  to  demonstrate  a  definite  superiority  or  inferiority,  reconstruction 
based  upon  a  single  concern  which  might  be  superior  or  inferior  cannot  be 
justified,  and  the  average  experience  of  several  representative  concerns  may 
furnish  a  reliable  measure  of  the  constructive  experience  to  be  attributed 
to  the  taxpayer. 

The  use  of  a  number  of  comparative  concerns  rather  than  a  single  business 
may  involve  some  grouping  of  profit  and  loss  items  for  comparison  with  the 
taxpayer's  business.  Complete  detail  of  comparison  not  only  would  require 
data  not  usually  obtainable,  but  in  many  cases  would  be  undesirable  because 
of  noncomparability  of  detailed  operations.  For  instance,  the  use  of  selling 
costs  per  unit,  and  administrative  costs  per  unit  will  often  be  more  practicable 
and  desirable  than  the  use  of  each  item  of  each  class. 

The  members  of  the  taxpayer's  industry  all  operate  under  conditions 
which  are  similar  in  some  respects,  so  that  the  use  of  industry  data  is  merely 
an  extension  of  the  use  of  several  selected  comparative  corporations  previously 
described.  Moreover,  industry  data  may  be  more  readily  available  in  studies  or 
publications  of  trade  associations  or  of  public  agencies  than  data  for  a  segment 
of  the  industry.  Since  the  normal  operating  conditions  of  all  members  of 
the  industry  are  likely  to  be  more  widely  divergent  than  a  selected  segment 
thereof,  the  same  caution  as  noted  above  should  be  observed  in  the  use  of 
industry  data.  Indiscriminate  use  of  such  data  would  serve  to  give  a  particular 
taxpayer  merely  the  average  for  the  industry  instead  of  earnings  which  are 
normal  for  it.  This  would  discriminate  against  a  taxpayer  which  is  above 
the  average  of  its  industry  and  would  favor  a  taxpayer  which  is  below  such 
average.  The  reference  to  industry  data,  therefore,  is  justified  only  in  the  case 
of  a  well-knit,  homogeneous  industry  where  the  taxpayer  can  be  demonstrated 
to  be  typical  of  its  industry. 

The  use  of  industry  data  is  especially  appropriate  to  measure  the  broad 
fluctuations  of  economic  conditions  between  different  base  period  years  and 
the  determination  of  demand  conditions.  Its  use  may  be  appropriate  in  the 
case  of  a  change  in  products  furnished,  and  also  in  the  reconstruction  for 
the  entire  base  period  after  the  push-back  rule  has  been  applied.  Obviously, 
dollar  amounts  of  industry  income  cannot  be  used.  This  source  of  information 
can  therefore  be  used  only  through  the  development  of  ratios. 
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(d)   General  economic  and  business  data. 

If  the  experience  of  the  taxpayer  or  that  of  comparable  concerns  is  in- 
adequate as  a  basis  for  reconstruction  of  income  and  deduction  items,  recourse 
may  be  had  to  various  types  of  business  and  economic  data  for  more  general 
scope.  Moreover,  reference  may  be  made  to  such  data  for  confirmation  of 
income  and  deduction  items  reconstructed  on  the  basis  of  data  derived  from 
other  sources. 

General  business  and  economic  data  are  particularly  pertinent  to  the  prob- 
lem of  the  extent  of  the  demand  for  the  taxpayer's  products  and  services. 
For  example,  a  publishing  company  introduces  a  new  journal,  the  subject 
matter  of  which  deals  primarily  with  technical  architectural  matters,  and 
which  is  distributed  nationally.  The  subscribers  to  this  publication  would  be 
restricted  largely  to  professional  architects.  In  constructing  the  volume  of 
subscribers  to  this  journal,  regard  might  be  had  to  the  number  of  licensed 
architects  and  to  the  activity  in  the  construction  field  during  base  period  years. 

General  data  may  also  be  useful  as  a  basis  for  inferences  regarding  the 
internal  operating  conditions  of  the  taxpayer.  An  example  is  rates  of  depre- 
ciation, taken  from  engineering  studies  on  various  types  of  equipment.  Another 
illustration  is  state  income  tax  legislation  and  local  property  assessments  and 
tax  rates.  Again,  wage  rates  prevailing  in  a  particular  area  might  be  used 
in  the  computation  of  the  labor  cost  items  for  the  taxpayer. 

Pertinent  general  business  and  economic  data  may  be  obtained  from 
a  variety  of  sources,  both  governmental  and  private.  The  reports  and  studies 
of  Federal  agencies  are  especially  helpful  as  a  source  of  nation-wide  data. 
Various  private  organizations,  such  as  trade  associations,  research  foundations, 
and  educational  institutions,  also  compile  data  on  a  nation-wide  basis.  Like- 
wise, the  publications  of  trade  and  professional  organizations  or  associations 
mav  furnish  valuable  information  regarding  the  developments  and  prospects 
in  lines  of  business  that  affect  the  taxpayer.  No  reliable  source  of  information 
should  be  neglected  that  may  be  indicative  of  the  economic  climate  in  which 
the  changed  taxpayer  would  operate. 

Need  will  frequently  arise  for  general  data  of  limited  geographic  scope, 
such  as  by  regions,  states  or  metropolitan  districts.  Such  data  may  in  some 
cases  be  obtained  from  breakdowns  of  nation-wide  statistics.  In  other  instances, 
data  mav  be  available  that  are  compiled  on  a  localized  basis  by  various  organi- 
zations of  limited  coverage.  Such  sources  might  .include  state  and  local  charnbers 
of  commerce,  business  research  bureaus  of  colleges  and  universities,  or  regional 
business  associations, 

(2)  Reconstruction  of  net  inpome. 

As  was  indicated  above/^e  reconstruction  may  be  made  in  detail  for 
each  item  of  income  and  deductions  entering  into  net  income.  On  the  other 
hand,  certain  groups  of  income  or  groups  of  deductions  may  be  determined 
as  a  single  amount.  Finally,  net  income  may  be  determined  as  a  single  amount. 
The  major  items  or  groupings  of  items  of  income  and  deductions  appearing 
on  a  profit  and  loss  statement  are  net  sales,  cost  of  goods  sold,  gross  profit 
on  sales,  selling  expense,  administrative  expense,  general  expense,  net  oper- 
ating profit,  non-operating  income  and  expense,  and  net  income.  Any  of 
these  items  may  be  determined  in  detail  or  as  a  single  amount,  provided  the 
underlying  normal  operating  conditions  are  properly  reflected^Data  pertain- 
ing to  these  items  are  obtainable  from  the  various  sources  of  information 
discussed  above. 
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(a)  Computation  in  detail  of  each  item  of  income  and  deduction. 
Basically,  there  is  only  one  method  of  reconstructing  net  income  and  that 

is  by  reconstructing  each  item  of  income  and  deduction  separately.  Resort 
should  be  had  to  the  short-cut  technique  of  reconstructing  groups  of  items 
only  when  so  little  is  known  of  the  conditions  influencing  the  detailed  accounts 
as  to  subject  detailed  reconstruction  to  a  wide  margin  of  error.  In  no  case 
should  the  short-cut  technique  be  considered  to  be  an  alternative  method  for 
the  construction  of  normal  earnings.  It  is  simply  a  practical  device  to  be 
employed  when  it  has  been  determined  (1)  that  detailed  accounts  cannot  be 
reconstructed  accurately,  and  (2)  that  an  aggregate  of  operating  conditions 
of  the  taxpayer  may  be  reflected  by  an  aggregate  of  accounts  representing 
similar  experience  either  of  other  parts  of  the  taxpayer's  business  or  of  other 
concerns. 

Two  major  considerations  bear  upon  the  question  of  the  degree  of  detail 
necessary  and  desirable  in  the  reconstruction  of  income.  First,  it  should  be 
noted  that  the  reconstruction  of  accounts  in  detail  is  not  a  guarantee  of 
accuracy.  Unless  the  conditions  bearing  upon  each  account  are  known  or  can 
be  estimated  with  reasonable  accuracy,  the  resulting  errors  in  individual  ac- 
counts may,  although  slight  in  themselves,  give  a  grossly  inaccurate  result 
when  combined  in  a  net  income  computation.  Second,  it  must  be  kept  in 
rnind  that  the  reconstruction  of  a  number  of  accounts  in  a  group  may  conceal 
significant  differences  in  operating  conditions  as  between  the  new  aspects 
of  the  taxpayer's  business  and  the  operations  which  are  used  as  a  basis  for 
comparison.  Consequently,  in  every  case  in  which  accounts  are  reconstructed 
as  a  group,  care  must  be  exercised  in  testing  the  detailed  operating  conditions 
in  order  to  isolate  and  adjust  for  such  differences. 

(b)  Use  of  gross  profit  ratios. 

This  technique  has  two  aspects  depending  upon  whether  it  is  based  upon 
net  sales  or  upon  sales  volume.  In  either  event,  sales  or  sales  volume  must 
first  be  reconstructed.  Ordinarily,  the  volume  of  sales  must  be  determined 
by  reference  to  the  principles  set  forth  in  "Taxpayer's  competitive  position." 
In  the  case  of  new  products  or  products,  the  demand  for  which  is  expanding, 
reference  may  also  be  necessary  to  "General  market  conditions  and  demand 
for  products  or  services."  Gross  sales  may  be  determined  on  the  basis  of  the 
taxpayer's  own  policies  with  respect  to  sales  prices.  Sales  returns  and  allow- 
ances may  be  determined  from  the  taxpayer's  experience  or  that  of  comparable 
concerns.  The  resulting  net  sales  may  then  be  used  for  the  reconstruction  of 
gross  profit  on  sales.  In  some  cases,  as  for  example,  in  the  case  of  chain 
stores,  the  taxpayer's  net  sales  may  be  determined  as  a  single  amount  directly 
by  reference  to  other  stores  selling  the  same  type  of  product  under  identical 
general  market  and  competitive  conditions. 

If  the  reconstruction  is  based  upon  sales  volume,  reconstruction  of  gross 
profit  per  unit  of  sales  presupposes  that  the  taxpayer  and  the  "comparative" 
had  the  same  gross  profit  per  unit.  The  term  "comparative"  as  thus  used 
may  mean  the  taxpayer's  own  experience  or  the  experience  of  some  comparable 
concern,  whichever  source  of  information  is  used.  Thus,  in  the  preceding 
example,  the  taxpayer's  own  experience  with  its  old  stores  may  be  the  "com- 
parative" for  reconstruction  for  the  new  store.  Where  the  sales  prices  of 
the  "comparative"  are  the  same  as  those  of  the  taxpayer,  this  technique  is 
proper  only  when  the  unit  costs  of  goods  sold  of  the  taxpayer  and  the  "com- 
parative" are  the  same.  For  example,  a  taxpayer  mav  increase  its  capacity 
and  thereby  increase  its  production  without  increasing  certain  fixed  or  semi- 
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fixed  overhead  manufacturing  expenses.  Assume  that  after  the  change  its 
unit  cost  for  its  total  production,  including  the  use  of  the  new  capacity,  is 
reduced  because  overhead  is  absorbed  by  a  larger  number  of  units  produced. 
It  would  therefore  be  improper  to  apply  the  gross  profit  per  unit  prior  to 
the  change  to  the  reconstructed  volume  after  the  change  unless  the  selling 
price  of  the  entire  volume  has  been  reduced. 

A  reconstruction  based  on  a  certain  percentage  of  gross  profit  per  dollar 
of  sales  presupposes  that  changes  in  cost  of  goods  sold  will  be  offset  by 
corresponding  changes  in  selling  price  so  that  the  gross  profit  ratio  v^ill 
remain  unchanged.  This  may  be  a  realistic  assumption  in  a  competitive 
industry  in  which  reductions  in  cost  are  ordinarily  accompanied  by  reductions 
in  selling  price.  In  such  cases,  this  technique  may  be  more  reliable  than  the 
separate  determination  of  selling  price  and  cost  of  goods  sold.  However,  in 
using  a  ratio  of  gross  profit  to  dollar  sales  of  another  concern,  care  must  be 
taken  that  the  manufacturing  processes  of  such  other  concern  are  the  same 
as  those  of  the  taxpayer  and  that  the  underlying  assumptions  as  to  the  relation- 
ship of  costs,  selling  price,  and  volume  are  correct.  The  relative  size  of  the 
taxpayer  and  the  "comparative"  may  be  such  that  cost  saving  through  absorp- 
tion of  overhead  is  not  properly  reflected  in  the  experience  of  the  "comparative." 

^(c)  Use  of  net  operating  profit  or  net  income  ratios. 
This  technique  is  essentially  the  same  as  that  described  in  (b)  above, 
with  the  exception  that  the  ratio'used  is  that  of  net  income,  rather  than  gross 
profit,  to  sales  or  volume.  A  distinction  between  net  operating  profit  and  net 
income  is  necessary  only  in  the  case  of  a  business  which  shows  substantial 
amounts  of  nonoperating  income  or  expense.  Since  net  operating  profit  or  net 
income  is  determined  after  deduction  for  selling,  administrative  and  general 
expenses,  this  technique  presupposes  that  such  expenses,  as  well  as  cost  of 
goods  sold,  will  vary  proportionately  with  dollar  sales  or  sales  volume.  In 
the  case  of  an  increase  in  capacity  or  the  addition  of  a  new  product,  the 
taxpayer's  selling,  administrative  and  general  expenses  will  rarely  increase  in 
exact  proportion  to  an  increase  in  its  sales.  The  use  of  a  ratio  of  net  income 
to  sales  based  on  its  own  experience  prior  to  the  change  would  therefore  usually 
be  incorrect.  An  exception  might  be  found  in  some  cases,  such  as  a  contracting 
company  operating  on  a  cost-plus  basis,  under  which  gross  income  (and  net 
income)  is  a  fixed  percentage  of  total  costs  of  operation. 

When  the  ratio  of  net  income  to  sales  is  obtained  from  one  or  more 
comparable  concerns,  the  underlying  assumption  is  made  that  the  comparable 
businesses  are  so  like  the  taxpayer's  that  the  same  rate  of  return  on  net  sales 
is  representative  of  the  taxpayer's  business  as  changed.  A  selective  grouping 
of  comparable  concerns,  the  normal  operating  conditions  of  which  most  closely 
correspond  to  those  of  the  taxpayer,  must  be  made  if  a  ratio  of  net  income  to 
sales  is  to  be  used.  Net  income  reflects  diflferences  in  volume  of  sales,  selling 
price  and  costs,  and  blends  the  effects  of  all  the  operating  conditions  under 
which  a  business  operates.  Where  these  conditions  for  the  comparable  concern 
have  been  analyzed  and  shown  to  bear  a  known  relationship  to  those  of  the 
taxpayer,  the  ratio  of  net  income  to  sales  may  be  properly  used  as  a  technique 
of  reconstruction. 

/  (d)   Tests  and  checks  to  be  applied  to  the  constructive  average  base  period 

net  income. 

(i)  In  general. 

Whatever  sources  of  information  are  used,  or  whatever  techniques  are 
employed  in  the  reconstruction,  the  results  should  be  tested  and  checked  by  the 
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use  of  other  sources  of  information  or  other  techniques/Any  technique,  based 
upon  any  information,  makes  certain  assumptions  and  judgments  as  to  normal 
operating  conditions  of  the  taxpayer  (internal  operating  conditions,  demand, 
and  competitive  position)  under  its  new  or  changed  character,  and  as  to  what 
experience  is  applicable.  The  accuracy  of  these  assumptions  and  judgments, 
whether  explicit  or  implicit,  should  be  tested  by  examining  the  reasonableness 
of  the  end  result,  comparing  it  either  with  over-all  experience  of  the  taxpayer's 
industry,  or,  in  proper  cases,  with  the  taxpayer's  prior  experience  At  least 
two  major  types  of  checks  can  be  suggested. 

V    (ii)  Ratios  based  on  sales. 

For  example,  if  a  detailed  reconstruction  is  made,  based  in  part  upon  the 
taxpayer's^  own  experience  and  in  part  upon  the  experience  of  comparable 
concerns,lcomparison  of  the  reconstructed  ratio  of  gross  profit  to  sales  with 
the  taxpayer's  actual  gross  profit  ratio  and  that  of  its  industry  might  be  made. 
If  such  comparison  indicates  a  result  out  of  line  with  the  experience  of  the 
taxpayer  and  its  industry,  it  may  be  presumed  that  some  error  has  been  made 
in  the  determinations  of  normal  earnings.  )This  error  may  have  been  made 
either  in  the  determination  of  normal  operating  conditions  or  in  the  translation 
of  such  conditions  into  net  income.  This  presumption  can  be  overcome  by  the 
establishment  of  some  definite  advantage  or  disadvantage  of  the  changed 
taxpayer  compared  with  its  industry  or  with  itself  prior  to  the  change. 

yj   (iii)  Ratios  based  on  investments. 

KThe  rate  of  return  on  capital  employed  on  the  business  is  the  most  sig- 
nificant general  measure  of  earning  power.)  If  capital  is  an  important  factor 
and  the  business  is  competitive,  the  average  rate  of  return  possible  over  a 
period  of  years  is  definitely  limited  by  the  force  of  competition.  In  many 
industries  the  average  annual  rates  earned  by  concerns  which  have  passed 
the  period  of  initial  development  tend  to  settle  within  a  well-defined  band 
which  rises  as  the  industry  prospers  and  falls  when  it  is  beset  by  hard  times. 
Many  concerns  tend  to  maintain  relatively  fixed  positions  in  such  a  band,  as 
average  profit  makers,  or  as  leaders  or  laggards  in  this  respect. 

V  Accordingly,  it  is  desirable  in  all  reconstructions,  provided  that  capital 
is  an  important  income-producing  element,  to  consider  the  ratios  of  construc- 
tive net  income  to  the  capital  invested  in  the  business  after  the  change  in 
character.  If  these  ratios  should  fall  far  outside  the  profit  band  that  represents 
industry  experience,  that  of  comparable  concerns  during  the  base  period,  or  in 
appropriate  cases,  the  earlier  experience  of  the  taxpayer,  this  fact  should  be 
taken  as  a  warning  that  in  all  probability  some  error  has  entered  into  the 
calculation  of  constructive  earnings  or  that  some  significant  factor  affecting 
net  income  has  been  overlooked  or  incorrectly  appraised.^  In  such  case  careful 
review  of  all  steps  in  the  reconstruction  is  required. 

The  rate  of  return  on  equity  capital,  because  it  measures  the  return  to  the 
taxpayer,  is  usually  a  proper  ratio  for  consideration  in  this  connection.  It 
should  be  used  unless  the  taxpayer  or  its  industry  is  characterized  by  extraor- 
dinary variations  in  the  proportion  of  borrowed  capital,  resulting  in  unusually 
wide  variations  in  rates  of  return  on  equity  capital.  In  this  situation  the  rate 
of  return  on  the  total  of  all  capital  employed  in  the  business,  including  bor- 
rowed capital,  is  a  more  stable  and  reliable  indicator  of  earning  power  than  the 
rate  on  equity  capital  alone.  It  is  calculated  by  including  borrowed  capital  in 
the  basis,  or  denominator  of  the  ratio,  and  the  interest  paid  on  such  borrowed 
capital  in  the  return,  or  numerator. 
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The  rates  of  return  which  a  taxpayer  of  changed  character  could  be  pre- 
sumed to  have  made  during  the  base  period  under  normal  operating  conditions 
cannot  ordinarily  be  directly  determined  by  comparison  with  its  past  experi- 
ence, industry  experience,  or  that  of  comparable  concerns,  with  sufficient  pre- 
cision to  serve  the  purpose  of  reconstruction  under  section  722(b)  (4).  Ordinarily, 
therefore,  an  original  determination  of  constructive  average  base  period  net 
income  should  not  be  made  on  this  basis. 

(iv)  Summary. 

It  should  be  noted  that  these  checks  and  tests  do  not  involve  merely  the 
comparison  of  a  detailed  method  with  a  short-cut  method,  nor  a  comparison 
of  the  taxpayer  with  other  concerns.  No  single  method  may  be  described  as 
the  "comparative"  method.  Information  derived  from  comparable  concerns 
may  be  used  either  in  a  detailed  or  in  a  nondetailed  reconstruction.  Similarly, 
the  taxpayer's  experience  prior  to  its  change  in  character  may  be  employed  in 
the  reconstruction.  The  use  of  such  experience  would  be  a  "comparative" 
method  based  on  the  judgment  that  the  prior  experience  of  the  taxpayer,  prop- 
erly adjusted,  is  representative  of  the  experience  to  be  attributed  to  the  changed 
taxpayer.  The  essence  of  the  check  methods  described  is  the  test  of  the  reason- 
ableness of  a  computation,  detailed  or  short-cut,  in  order  to  ascertain  that  the 
result  is  in  line  with  pertinent  experience. 

(3)    Application  of  the  push-back  rule.    — ^ 
/^n  applying  the  push-back  rule,  it  should  be  kept  in  mind  that  the  ultimate 
objective  is  to  find  the  earning  level  which  the  taxpayer  would  have  reached  by 
the  end  of  its  base  period  if  it  had  commenced  business  or  made  the  change  in 
character  two  years  before  it  did  soj/  ,/ 

Reference  has  previously  been  made  to  the  fact  that^^he  efifect  of  a  two-year 
earlier  experience  in  determining  a  normal  earning  level  by  the  close  of  the 
base  period  may  be  measured  either  by  reference  to  the  last  full  base  period 
year  or  by  reference  to  a  shorter  period.  /It  may  happen  that  even  after  appli- 
cation of  the  two-year  push-back  rule,  earnings  for  the  last  full  base  period 
year  would  still  represent  a  year  of  partial  development.  Consequently,  it  is 
necessary  in  some  cases  to  select  a  shorter  period  at  the  close  of  the  base  period 
which  is  representative  of  maximum  normal  development  during  the  base 
period  but  which  truly  reflects  normal  operating  conditions  and  normal  earn- 
ings for  the  taxpayer^he  last  quarter  of  1939,  however,  may  be  unreliable 
because  of  the  effects  of  the  European  War^ 

Earnings  are  the  resultant  of  sales  volume,  selling  prices,  and  costs.  If  the 
taxpayer  has  had  a  long  enough  base  period  experience  after  the  commence- 
ment of  business  or  the  change  in  character,  either  the  last  full  base  period  year 
or  a  shorter  period  at  the  close  of  such  year  may  reflect  the  same  sales  volume, 
selling  prices,  and  costs  (and  the  normal  operating  conditions  upon  which  these 
are  based)  which  the  taxpayer  would  have  attained  with  two  years'  earlier 
experience.  Any  or  all  of  these  three  factors  may  not  have  reached  the  level 
which  would  have  been  reached  with  two  years'  earlier  experience,  and  would 
thus  have  served  to  limit  the  actual  earnings.  In  such  case,  the  push-back  rule 
will  be  utilized  with  respect  to  the  appropriate  limiting  factor  or  factors. 

In  many  cases,  constructive  sales  volume,  selling  prices,  and  costs  cannot 
be  determined  independently  of  each  other.  The  volume  of  sales  may  be  limited 
by  the  selling  prices,  and  both  in  turn  may  be  affected  by  the  productive 
capacity  and  the  costs  of  operations.  Likewise,  costs  of  operations  may  be 
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dependent  upon  sales  volume,  which  in  turn  governs  the  amount  of  production. 
So  also,  the  volume  of  sales  may  influence  sales  prices.  Thus,  it  may  be  impos- 
sible to  apply  the  push-back  rule  separately  to  each  element  entering  into  net 
income.  Likewise,  no  step-by-step  formula  for  the  application  of  such  rule  can 
be  presented. 

(a)   Tests  to  determine  whether  push-hack  will  produce  a  higher  level 
of  earnings. 

As  has  been  pointed  outyit  is  theoretically  necessary  to  apply  the  push- 
back  rule  in  every  case  in  order  to  determine  whether  reconstruction  is  to  be 
based  on  a  higher  level  of  earnings  than  actually  existed  at  the  end  of  the  base 
penod.//In  the  case  of  taxpayers  having  an  adequate  experience  after  the  sec- 
tion 722(b)(4)  qualifying  event,  however,  it  may  be  possible  to  determine  the 
applicability  of  the  rule  by  an  examination  of  this  experience,  of  its  conse- 
quences, and  of  the  taxpayer's  relative  position  in  its  industry.  The  following 
discussion  is  intended  to  suggest  some  possible  approaches  which  may  be  taken 
in  making  such  determination. 


^ 


(i)  Examination  of  taxpayer's  operating  conditions. 
^n  many  cases,  the  taxpayer  will  be  found  to  be  operating  at  or  near  its 
maximurn  practicable  productive  capacity  by  the  close  of  the  base  period^^f  an 
examination  reveals  in  addition  that  there  is  no  excessive  inventory  at  the 
close  of  the  period,  it  may  be  concluded  that  both  production  and  sales  are 
normal  and  would  not  be  increased  if  the  taxpayer's  experience  had  been 
increased  two  years.  In  such  case,  if  the  taxpayer's  selling  prices  per  unit  are  in 
line  with  the  industry  prices,  and  if  the  taxpayer's  operations  are  carried  on 
without  any  of  the  difficulties  normally  encountered  by  a  beginning  business, 
it  may  be  concluded  that  computations  under  the  push-back  rule  are  unnecessary. 


/Thi 


(ii)  Taxpayer's  relative  position  in  its  industry. 
lis  approach  is  based  upon  a  comparison  of  the  taxpayer's  operations  in 
terms  of  sales  volume,  prices,  and  costs  at  the  close  of  the  base  period  with 
operations  of  mature  competitors  or  of  its  industry^/Thus,  a  determination  of 
whether  the  taxpayer's  utilization  of  its  plant  capacity  is  normal  might,  in 
some  cases,  be  made  by  comparing  the  ratio  between  the  taxpayer's  utilization 
and  its  rated  capacity  with  the  corresponding  ratio  for  the  industry.  In  making 
such  cornparison,  care  should  be  taken  that  events  or  conditions  which  are 
unusual  in  the  experience  of  the  taxpayer  or  the  industry  are  not  reflected. 

The  actual  costs  and  expenses  as  of  the  close  of  the  base  period  should 
then  be  examined  to  determine  whether  they  bear  a  reasonable  relationship  to 
industry  costs  or  costs  of  other  mature  members  of  the  industry.  These  costs 
should  be  examined  for  any  unusual  circumstances  affecting  the  taxpayer 
which  are  not  attributable  to  its  initial  development,  e.g.,  excessive  costs  caused 
by  strikes  or  higher  material  prices  due  to  unusual  factors.  High  costs  caused 
by  relative  inexperience  of  labor  or  by  other  factors  inherent  in  initial  develop- 
ment indicate  the  need  for  additional  experience  under  the  push-back  rule. 

Similarly,  the  sales  prices  of  the  taxpayer  at  the  end  of  the  base  period 
should  be  compared  with  the  going  prices  in  the  taxpayer's  industry.  Corre- 
spondence of  the  two  indicates  that  the  taxpayer  has  passed  its  initial  develop- 
ment period  so  far  as  sales  prices  are  concerned.  Slight  differences,  or  even 
substantial  differences  that  can  be  explained  in  terms  of  the  price  policy  of  the 
taxpayer,  would  not  indicate  a  failure  of  these  prices  to  be  normal  for  the 
taxpayer  after  its  development  period.  For  instance,  the  taxpayer  may  have  a 
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permanent  policy  of  high  volume  and  low  unit  profit  rather  than  of  high  unit 
prices  with  a  low  volume.  Likewise,  any  undercutting  of  industry  prices  reflect- 
ing special  cost  savings  that  are  inherent  in  the  taxpayer's  operations  would 
constitute  no  evidence  of  immaturity  of  the  taxpayer.  The  only  price  differences 
which  would  be  material  would  be  those  which  can  be  traced  to  the  taxpayer's 
initial  efforts  to  establish  a  position  in  its  industry. 

Finally,  examination  of  the  inventory  position  of  the  taxpayer  at  the  end 
of  the  base  period  should  indicate  whether  sales  are  keeping  up  with  produc- 
tion. In  the  absence  of  excessive  inventory  accumulation,  it  may  be  concluded 
that  sales  volume  is  in  line  with  production,  and  therefore  normal. 

If  an  analysis  of  the  factors  described  indicates  conformity  of  the  opera- 
tions of  the  taxpayer  with  those  of  the  comparable  concerns  or  the  industry,  in 
the  light  of  the  nature  and  size  of  the  taxpayer,  it  may  be  concluded  that  the 
application  of  the  push-back  rule  would  not  produce  a  higher  level  of  normal 
earnings.  This  conformity  may  be  demonstrated  if  the  earnings  of  the  taxpayer 
are  not  increasing  at  a  faster  rate  than  those  of  mature  members  of  its 
industry. 

(iii)   Comparison  with  other  corporations  or  other  units  commencing 

or  changing  character  two  years  earlier. 

In  some  instances,  it  may  be  possible  to  compare  the  taxpayer's  operations 

and  earnings  at  the  close  of  its  base  period  with  those  of  other  members  of  the 

taxpayer's  industry  which  had  commenced  business  or  changed  the  character 

of  the  business  two  years  prior  to  the  taxpayer's  commencement  or  change.  In 

the  case  of  taxpayers  which  operate  multiple  units,  the  same  comparison  might 

be  made  with  previously  existing  units  of  the  taxpayer's  business.  Thus,  in  the 

case  of  a  taxpayer  which  operated  a  chain  of  stores  and  which  qualified  for 

relief  by  adding  new  retail  outlets  throughout  the  base  period,  it  may  be 

possible  to  draw  inferences  from  the  history  of  older  stores  as  to  the  normal 

rpte  of  growth  and  the  length  of  the  normal  development  period  for  new  stores. 

/Relationships  established  between  the  taxpayer  and  comparatives,  either  within  or 

without  its  own  business,  may  indicate  that  the  taxpayer's  earnings  would  not 

be  materially  greater  after  an  extended  period./;^ 

(b)   Use  of  push-hack  rule  where  taxpayer  has  adequate  experience  and 

volume  of  production  and  sales  are  normal. 

In  the  case  of  certain  taxpayers,  production,  selling  prices,  and  dollar  sales 
may  have  reached  normal  levels  by  the  end  of  the  base  period,  while  costs 
remained  excessively  high  due  either  to  inherent  disadvantages  in  internal 
operating  conditions,  or  to  the  maladjustments  which  are  characteristic  of  a 
beginning  or  changed  business.  As  has  been  pointed  out  previously,  the  appli- 
cation of  the  push-back  rule  cannot  result  in  the  reconstruction  of  costs  based 
on  inherent  operating  conditions.':^he  sole  factor  for  which  costs  will  be  recon- 
structed in  cases  where  volume  and  dollar  sales  have  reached  normal  is,  there- 
fore, operational  inefficiency  due  to  development  difficulties.  / 

It  is  neither  necessary  nor  practicable  for  purposes  of  this  Bulletin  to 
attempt  a  detailed  check  list  of  initial  operating  handicaps  which  would  be 
expected  to  result  in  abnormally  high  initial  production  costs.  The  following 
are,  however,  illustrative :  ( 1 )  wastage  of  raw  material,  rejects  of  finished  goods, 
and  allowances  for  substandard  quality  are  likely  to  be  unusually  high  in  a  new 
or  changed  business  and  all  serve  to  increase  the  unit  cost  of  goods  sold;  (2) 
machinery  maintenance  costs,  which  in  a  new  plant  are  largely  ?.djustment 
costs,  may  be  excessive  in  that  special  or  additional  personnel  are  employed 
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solely  to  supervise  shake-down  operations ;  (3)  if  the  new  or  changed  taxpayer 
does  not  have  an  ample  reservoir  of  skilled  labor  upon  which  to  draw,  the  pro- 
ductivity of  labor  during  the  training  period  may  be  low  and  unit  labor  costs 
excessively  high ;  (4)  in  the  case  of  mercantile  or  service  corporations,  promo- 
tion costs  including  advertising  expense  and  the  outlay  for  temporary  per- 
sonnej  may  be  excessive  as  compared  with  those  of  mature  corporations. 

^Reconstruction  under  the  push-back  rule  to  adjust  solely  for  excessive 
initial  operating  expense  should  be  based,  if  possible,  upon  the  experience  of 
the  taxpayer.  The  extent  of  which  it  has  been  able  to  solve  certain  of  its 
operating  difficulties  may  offer  a  clue  to  its  probable  ability  to  solve  others* 
More  specifically,  by  the  end  of  the  base  period  it  may  have  diagnosed  certam 
of  its  difficulties  and  may  have  devised  practical  means  for  their  solution  with- 
out, however,  having  yet  put  such  means  into  effect.  In  the  case  of  labor 
efficiency  an  upward  trend  of  productivity  may  properly  be  taken  to  indicate 
a  continuation  of  increased  efficiency  within  the  limits,  however,  of  the  effi- 
ciency of  labor  in  similar  but  more  mature  plants. 

/li  the  experience  of  the  taxpayer  is  too  limited  to  be  a  useful  guide,  the 
experience  of  more  mature  competitors  may  in  proper  cases  be  taken  as  a  guide 
to  the  probable  experience  of  the  taxpayery^lf  recourse  is  had  to  the  experience 
of  cornparable  concerns,  however,  care  must  be  taken  to  isolate  the  operating 
conditions  which  are  peculiar  to  the  taxpayer.  Thus,  for  example,  dyeing  plants 
often  have  difficulty  in  fixing  upon  the  most  successful  treatment  of  their 
water  supplies.  Typically,  after  an  initial  period  of  trial  and  error,  during 
which  spoilage  of  goods  is  excessive,  the  proper  treatment  is  discovered  and 
applied.  It  is  not  possible,  however,  to  assume  that  such  will  always  be  the 
case.  A  given  beginning  corporation  in  this  industry  might  find  after  a  period 
of  experiment  that  its  water  supply  would  not  respond  to  ordinary  treatment 
and  thus  it  might  be  compelled  to  seek  another  and  possibly  more  costly  source. 

^/In  no  case,  of  course,  may  it  be  assumed  that  costs  of  the  taxpayer  will, 
after  a  period  of  two  years,  reach  the  same  level  as  that  reached  by  other  appar- 
ently similar  taxpayers  after  a  similar  period  of  developments  Costs  as  between 
the  various  members  of  an  industry  vary  much  more  widely  than  selling  prices, 
and,  typically,  variations  in  profits  are  attributable  to  variations  in  costs.  In 
reconstructing  costs,  therefore,  it  will  always  be  necessary  to  examine  into  the 
differences  in  internal  operating  conditions  among  concerns.  No  reconstruction 
may  be  made  for  conditions  peculiar  to  the  taxpayer  which  cannot  be  overcome 
by  experience. 

/initial  consideration  of  the  taxpayer's  experience  may  indicate  that  the 
taxpayer's  production,  costs,  and  sales  volume  are  in  line  with  those  of  estab- 
lished members  of  the  industry,  but  that  net  selling  prices  measured  by  the 
same  standard  are  abnormally  low.  Low  net  selling  prices,  may,  of  course,  be 
evidenced  not  only  by  low  list  prices,  but  by  excessive  trade  and  special  dis- 
counts, or  by  special  allowances,  "deals,"  or  other  concessions.  Such  a  situation 
may  indicate  that  with  twayears'  added  experience  some  increase  in  net  selling 
prices  might  be  expected. /Before  any  upward  adjustment  of  prices  is  attempted, 
however,  the  causes  of  such  low  net  prices  must  be  examined/  Low  net  prices 
may,  for  example,  be  the  result  of  a  deliberate  policy  to  seek  volume  at  the 
expense  of  unit  profit.  Second,  a  low  net  price  policy  may  be  adopted  as  a 
device  for  concentrating  competition  in  a  region  or  territory  in  which  the  tax- 
payer has  a  freight  advantage.  Third,  a  taxpayer  introducing  a  new  product 
may  decide  upon  a  price  policy  adjusted  to  a  long-time  market  policy,  so  that  its 
profits  in  the  first  few  years,  perhaps  even  ten  or  fifteen  years,  might  be 
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expected  to  be  low.  In  none  of  the  above  cases  would  any  upward  adjustment 
of  net  selling  prices  be  justified  under  the  push-back  rule,  since  in  such  cases 
selling  prices  could  not  be  expected  to  be  higher  after  two  years  of  additional 
experience. 

On  the  other  hand,  it  is  common  for  beginning  or  expanding  taxpayers  to 
seek  to  attain  quick  volume  by  temporary  price  concessions.  In  such  a  case 
upward  adjustment  of  selling  prices  through  the  application  of  the  push-back 
rule  will  be  justified  if  the  taxpayer  can  demonstrate  that  with  two  years  of 
additional  experience  it  would  have  been  able  to  modify  or  abandon  its  initial 
or  developmental  price  policy.  It  is  obvious  that  any  general  rule  for  the  appli- 
cation of  the  push-back  to  selling  prices  would  be  valueless.  The  extent  to 
which  a  taxpayer  could  be  expected  to  overcome  its  initial  price  disadvantage 
depends  upon  a  variety  of  circumstances  inherent  in  its  own  organization,  in 
the  nature  of  its  competition,  and  in  the  peculiarities  of  the  market.  The  follow- 
ing principles,  however,  should  be  useful.  ^' 

The  best  indication  of  what  course  the  taxpayer's  price  policy  and  prac- 
tice could  be  expected  to  follow  during  its  initial  development  period  is  its  own 
experience.  Thus,  if  the  taxpayer  had  two  years  of  experience,  at  the  end  of 
which  its  net  selling  prices  were  still  out  of  line  with  its  competition,  the  extent 
to  which  it  had  overcome  its  initial  price  disadvantage  during  such  tw^o  years 
should,  if  analyzed  carefully,  provide  a  guide  to  what  would  have  happened 
during  an  additional  two  years.  For  example,  if  the  taxpayer  began  business 
by  granting  full  trade  discounts  to  all  buyers,  regardless  of  their  status  (i.e., 
whether  retailer,  wholesaler,  or  bulk  distributor),  but  at  the  end  of  two  years 
had  succeeded  in  confining  such  discounts  to  distributors  in,  say,  half  of  its 
selling  territories,  then  it  might  be  concluded  that  with  two  years'  additional 
experience  it  would  have  been  able  to  accomplish  the  same  result  in  all  its 
territories  where  competition  was  similar.  Again,  it  might  be  observed  that 
during  the  two  years  of  actual  experience  the  taxpayer  gradually  tightened  its 
sales  policy  by  reducing  or  eliminating  free  goods,  enforcing  stricter  eligibility 
rules  on  cash  or  trade  discounts,  or  by  gradual  reduction  of  advertising,  cartage, 
or  other  similar  allowances.  If  such  changes  appeared  not  to  inhibit  sales 
volume,  and  if  there  appeared  to  be  no  effective  resistance  by  competitors  to 
the  establishment  of  the  taxpayer  on  a  basis  of  price  equality,  then  it  might  be 
possible  to  consider  that  with  two  years'  added  experience  the  taxpayer  would 
have  been  able  to  improve  its  price  position  in  a  degree  consistent  with  its 
improvement  during  the  period  [of]  its  actual  experience. 

It  is  necessary  to  call  attention  to  the  fact  thaj?^elling  prices  should  in  no 
case  be  increased  constructively,  except  after  consideration  of  the  effect  of  such 
constructive  increase  upon  the  taxpayer's  competitive  position  in  its  industry,  f/ 
For  example,  the  taxpayer's  competitors  might  be  unwilling  to  meet  the  tax- 
payer's low  beginning  prices  but  might  be  impelled  to  take  drastic  competitive 
steps  as  the  taxpayer  approached  maturity.  On  the  other  hand,  the  taxpayer, 
because  of  the  superiority  of  its  product,  might  be  able  to  ignore  retaliatory 
competitive  moves  and  thus  increase  its  selling  prices  more  rapidly  than 
would  otherwise  have  been  possible. 

The  considerations  which  have  been  outlined  above  are  not,  of  course, 
susceptible  of  exact  measurement.  Nevertheless,  they  must  be  taken  into 
account  in  the  application  of  the  push-back  rule.  The  weight  to  be  accorded  to 
them  is  a  matter  of  judgment,  but  such  judgment  should  not  be  exercised 
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except  after  study  of  the  taxpayer's  management,  policies  and  costs,  together 
with  the  nature  and  history  of  the  taxpayer's  competition  and  the  demand  for 
Its  product. 

(c)  Application  zvhere  taxpayer  has  adequate  experience  hut  where  all 
factors  of  volume  of  production,  sales,  selling  prices,  and  costs  must 
he  reconstructed. 

A  more  difficult  problem  of  reconstruction  under  the  push-back  rule  will 
be  encountered  in  the  case  of  a  taxpayer  which,  although  it  has  had  con- 
siderable experience  in  its  new  or  changed  character,  appears  nevertheless  not 
to  have  attained  a  normal  level  of  production,  dollar  sales,  and  costs.  If  none 
of  the  above  factors  is  normal  it  follows,  of  course,  that  income  will  not  be 
normal,  and  the  extent  to  which  earnings  would  be  expected  to  increase  after 
two  additional  years  must  be  determined. 

The  fact  that  income  had  not  reached  normal  by  the  end  of  the  base  period 
may  be  exhibited  in  the  year-by-year  progress  made  by  the  taxpayer.  If  no 
such  progress  is  observable,  there  is  no  indication  that  the  taxpayer  was  in  a 
stage  of  initial  development  so  that  an  extended  period  of  two  years  would  be 
expected  to  result  in  an  improvement  in  earnings.  It  is  not  sufficient,  however, 
that  the  taxpayer's  earnings  had  been  increasing,  if  they  were  increasing  only 
at  the  same  rate  as  comparable  mature  members  of  the  industry ;  this  would 
show  only  normal  industry  growthy^  marked  upward  trend  for  the  taxpayer 
as  compared  with  mature  concerns  is  needed  to  indicate  developmental  growth 
necessitating  the  use  of  the  push-back  v\x\t// 

Having  established  by  the  more  rapid  growth  of  its  earnings  that  the  tax- 
payer was  in  its  initial  developmental  stage,  it  might  appear  that  the  most  con- 
venient technique  by  which  to  apply  the  push-back  rule  would  be  to  (1)  move 
back  two  years  the  net  earnings  of  each  year  (through  1939)  subsequent  to  the 
commencement  or  change  in  character,  (2)  determine  the  trend  of  these  earn- 
ings, (3)  extend  this  trend  two  more  years,  and  thus  observe  what  level  of 
earnings  would  be  established  as  of  the  end  of  the  base  period.  This  direct 
application  of  the  push-back  rule  to  earnings,  however,  hides  many  pitfalls 
which  almost  certainly  preclude  a  reliable  result. 

In  the  first  place,  the  performance  of  earnings  after  the  change  in  character 
is  too  short  to  permit  the  determination  of  a  reliable  trend.  The  marked 
cyclical  movements  of  the  profits  of  most  industries  during  the  base  period 
would  usually  distort  the  pattern  of  earnings  improvement  of  the  taxpayer. 
For  business  generally,  earnings  in  1938  showed  a  substantial  fall  from  1937, 
and  1939  showed  a  marked  improvement.  The  pattern  in  the  taxpayer's  industry 
might  be  quite  different  from  business  generally,  but  in  any  event  such  cyclical 
movements  would  preclude  the  ascertainment  of  a  reliable  trend  from  the 
record  of  a  few  years.  Likewise,  the  existence  of  temporary  and  abnormal  cir- 
cumstances, when  reflected  in  the  taxpayer's  earnings,  might  conceal  or  distort 
a  true  trend. 

Second,  and  even  more  important,  in  a  case  such  as  that  under  discussion, 
where  the  elements  causing  the  trend  are  temporary  developmental  difficulties,' 
there  is  no  warrant  for  the  extension  of  a  past  trend  into  the  future.  The 
extension  of  a  trend  for  forecasting  purposes  assumes  the  continuance  of  all 
the  factors  of  change  which  the  trend  reflects.  In  the  present  instance  the  trend 
represents  the  sum-total  effect  on  earnings  of  a  variety  of  operating  conditions 
of  the  taxpayer,  internal  and  external,  while  initial  handicaps  were  being  over- 
come. It  is  probable  that  each  year  certain  phases  of  the  operations  of  the  tax- 
payer reached  a  stage  of  development  where  little  further  improvement  would 
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be  expected.  There  is  no  reason  to  expect  a  trend  which  reflects  these  diverse 
forces,  operating  (or  ceasing  to  operate)  at  different  times,  to  continue  into  the 
future  at  the  same  rate  as  in  the  past. 

The  problem  of  reconstruction  under  the  push-back,  then,  is  to  identify  the 
particular  phases  of  the  taxpayer's  business  in  which  progress  was  under  way 
at  the  end  of  its  base  period,  measure  the  rate  of  progress  in  each  phase,  and 
judge  how  much  more  progress  would  have  been  made  in  two  additional  years 
of  experience  under  normal  conditions.  For  example,  at  the  end  of  the  base 
period  the  rate  of  progress  and  the  nearness  to  maturity  may  be  quite  different 
with  respect  to  the  attainment  of  normal  sales  volume  than  with  respect  to 
unit  costs  or  unit  sales  prices. 

The  general  operating  conditions  which  must  be  reconstructed  are  reflected 
in  costs,  selling  prices,  and  volume.  Under  each  of  these  categories  there  may 
be  several  factors  or  phases  which  require  study  in  the  case  of  a  particular  tax- 
payer, depending  on  the  nature  and  complexity  of  the  operations. 

In  judging  the  progress  to  be  expected  in  a  particular  phase  of  the  tax- 
payer's business  in  two  additional  years,  caution  must  be  observed  not  to 
extend  the  apparent  past  trend  of  the  phase  by  a  mathematical  formula  or  a 
straight  line.  This  would  assume  that  the  future  would  continue  past  experi- 
ence, an  assumption  the  validity  of  which  must  always  be  carefully  examined. 
For  example,  if  a  steady  downward  trend  is  evident  with  respect  to  unit  costs 
of  production,  it  is  possible  that  further  improvement  might  be  expected,  but 
it  is  also  possible  that  most  of  the  wastes  incident  to  the  developmental  stage  of 
the  business  have  been  eliminated  and  that  the  trend  would  flatten  out  in  the 
next  two  years  instead  of  continuing  downward  at  the  same  rate.  It  is  obvious 
that  no  straight-line  trend  can  continue  indefinitely.  The  problem  therefore  is 
to  judge  the  timing  of  the  turning  point. 

Guidance  in  determining  when  the  turning  point  will  be  reached  will 
usually  be  found  in  an  analysis  of  the  nature  of  the  progress  being  made.  It 
will  usually  take  longer  to  exploit  fully  the  potentialities  of  the  market,  that  is, 
to  get  customers,  than  to  eliminate  the  kinks  in  productive  techniques  and  bring 
labor  up  to  normal  efficiency.  Comparison  with  the  experience  of  other  concerns 
in  the  taxpayer's  industry  should  give  an  indication  of  future  expectations  in 
the  taxpayer's  business.  If  the  taxpayer  has  reached  a  position  with  respect  to 
labor  efficiency,  for  instance,  closely  similar  to  comparable  concerns  in  its 
industry,  it  is  probable  that  the  initial  development  period  for  this  aspect  of 
the  taxpayer's  business  has  been  completed,  and  that  no  further  substantial 
improvement  would  be  expected  in  two  more  years  of  experience. 

(d)    Use  of  push-hack  rule  where  taxpayer  is  without  adequate  experience. 

x^he  more  difficult  case  is  presented  where  the  taxpayer's  actual  experience 
is  inadequate  and  where  all  factors  must  be  reconstructed  under  the  push-back 
rule.  In  such  instances,  the  two  elements  to  be  used  as  the  starting  point  are 
the  physical  characteristics  of  the  taxpayer  and  the  nature  of  the  market  in 
which  it  operates.  These  will  afford  a  basis  for  determining  the  total  prac- 
ticable productive  capacity  and  the  operating  costs  at  various  levels  of  produc- 
tion. In  the  light  of  these  factors  judgment  must  be  made  as  to  the  selling 
prices  at  which  the  taxpayer  would  have  been  able  to  dispose  of  its  output  at 
various  levels  of  production.  With  this  as  a  start,  the  past  competitive  experi- 
ence of  the  taxpayer  and  competitive  experience  of  similar  concerns  operating 
under  the  same  or  similar  circumstances  may  be  used  to  determine  the  portion 
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of  the  demand  which  the  taxpayer  would  have  supplied  had  it  commenced 
busmess  or  made  the  change  two  years  prior  to  the  actual  commencement  or 
change/^ 

Where  the  taxpayer's  actual  base  period  operations  furnish  inadequate 
experience  for  an  analysis  such  as  that  described  in  the  preceding  section  as  in 
cases  involvmg  commencement  of  business  late  in  the  base  period,  recourse 
may  be  had  to  the  experience  of  comparative  concerns,  preferably  concerns 
which  commenced  business  approximately  two  years  before  the  taxpayer    If 
such  comparatives  are  available,  and  if  it  is  judged  that  the  taxpayer's  com- 
petitive experience  under  base  period  conditions,  either  in  carving  out  a  place 
tor  Itself,  or  in  replacing  others,  or  in  obtaining  a  portion  of  the  demand 
IS  similar  to  that  of  the  comparatives,  the  assumption  may  be  made  that 
If  the  taxpayer  had  started  business  or  made  the  qualifying  change  two  years 
earlier,  it  would  have  reached  the  same  level  of  earnings  by  the  end  of  its  base 
period  as  was  actually  reached  by  the  comparable  concerns  in  the  same  period, 
buch  an  assumption  would  be  warranted  only  after  an  investigation  of  critical 
factors,  with  respect  to  which  the  taxpayer  might  be  at  a  permanent  advantage 
or  disadvantage  in  relation  to  the  comparatives.  These  relevant  factors  may 
be  freight  rates,  proximity  to  raw  materials  or  to  the  market,  wage  rates  and 
character  of  available  labor,  and  managerial  efficiency.  To  the  extent  that  the 
taxpayer  is  at  any  such  advantage  or  disadvantage,  the  push-back  level  of  earn- 
ings should  be  adjusted  to  reflect  such  factors.  Primary  consideration  should 
be  given  to  the  strategic  factors  that  are  determinative  of  the  net  earnings  of 
such  a  taxpayer,  and  the  result  should  not  be  out  of  line  with  the  general 
experience  of  similar  concerns. 

In  the  somewhat  simple  case  of  a  retail  sales  business  it  will  generally  be 
found  that  volume  of  sales  and  selling  prices  are  independent  of  purchases  and 
costs  of  operations.  In  the  rare  case  it  may  be  found  that  the  limiting  factor  is 
the  ability  to  purchase  goods  for  resale.  In  any  event,  however,  in  this  type  of 
situation  volume  of  sales  and  selling  prices  will  generally  be  the  starting  point 
for  reconstruction,  subject  to  an  ascertainment  of  the  taxpayer's  ability  to 
purchase  goods  for  resale  in  quantities  sufficient  to  enable  it  to  expand  its 
volume. 

Where,  as  in  the  cases  referred  to  in  the  preceding  paragraph,  it  is  found 
to  be  proper  first  to  reconstruct  sales  and  selling  prices,  special  attention  should 
be  given  to  any  actual  progress  made  by  the  taxpayer  in  training  its  sales 
force,  advertising  its  products  or  services,  and  otherwise  overcoming  initial 
development  difficulties.  It  is  especially  important  to  look  for  indications  that 
will  assist  in  judging  when  the  "leveling  off"  of  sales  volume  and  prices  mark- 
ing the  end  of  the  initial  development  period  will  have  occurred.  Since  the 
objective  would  be  to  determine  what  the  taxpayer's  volume  of  sales  and 
selling  prices  would  have  been  by  the  close  of  the  base  period  on  the  assump- 
tion of  a  two-year  earlier  experience,  actual  results,  adjusted  for  any  unusual 
circumstances,  should  first  be  considered.  Such  results  should  then  be  adjusted 
for  any  differences  in  economic  conditions  existing  between  periods  of  the  same 
length  two  years  earlier  and  the  periods  of  actual  existence.  This  may  be 
accomplished  by  establishing  a  ratio  of  industry  sales  and  selling  prices  for 
the  earlier  periods  to  such  sales  and  selling  prices  for  the  later  periods.  Such 
ratio  may  then  be  used  to  push  the  taxpayer's  actual  sales  and  selling  prices 
back  two  years.  The  problem  would  then  be  to  determine  what  its  sales  and 
selling  prices  would  have  been  from  that  point  to  the  close  of  the  base  period. 
Part  V(II)(C)(3)(d) 
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Average  for 

Comparative 

mature  compa- 

Period 

Taxpayer 

A  Corp. 

rable  concerns 

Commenced 

Commenced 

Existing 

Business 

Business 

Througliout 

July  1, 1939 

Marcli  1,  1937 

Base  Period 

July  1,  1937  to  Dec.  31, 

1937 

$10,000 

$16,000 

1938 

8,000 

20,000 

Jan.  1,  1939  to  June  30, 

1939 

6,000 

10,000 

July  1,  1939  to  Dec.  31, 

1939 

$12,000 

15,000 

20,000 

The  data  for  the  mature  comparable  concerns  show  that  sales  of  the  last 
half  of  1937  were  80  percent  of  sales  for  the  last  half  of  1939.  Based  upon 
the  sales  volume  reached  by  the  taxpayer  during  the  last  six  months  of  1939 
of  $12,000  it  could  be  reasoned  that  if  the  taxpayer  had  commenced  business 
two  years  earlier,  its  sales  in  the  last  half  of  1937  would  have  been  80  percent 
of  $12,000  or  $9,600. 

The  A  Corporation,  which  started  business  March  1,  1937,  increased  its 
sales  of  $10,000  for  the  last  half  of  1937  to  $15,000  for  the  last  half  of  1939, 
or  an  increase  of  50  percent.  It  might  further  be  reasoned  that  the  taxpayer 
would  have  made  the  same  increase  from  its  assumed  sales  of  $9,600  for  the 
last  half  of  1937  to  $14,400  for  the  last  half  of  1939. 

Reconstruction  of  costs  and  expenses  should  not  proceed  upon  the  basis 
of  applying  to  reconstructed  sales  the  percentages  which  the  taxpayer's  actual 
costs  and  expenses  bore  to  the  actual  sales.  The  reason  is  that  some  costs 
and  expenses  might  be  expected  to  vary  directly  in  proportion  to  total  sales, 
others  would  vary  but  not  in  such  proportion,  or  in  the  case  of  fixed  costs 
and  expenses  no  variation  might  be  expected. 

The  reconstruction  of  costs  and  expenses  should  be  consistent  with  the 
reconstructed  total  unit  sales  and  the  total  dollar  sales.  The  effect  of  an 
increase  in  sales  must  be  measured  with  respect  to  each  cost  and  expenses 
account  appearing  on  the  taxpayer's  books,  except  where  the  use  of  short-cut 
ratios  is  proper.  It  is  necessary  to  study  the  taxpayer's  classification  of  accounts 
and  the  nature  of  the  transactions  recorded  in  each  account,  and  to  consider 
the  taxpayer's  policies  with  respect  to  such  transactions.  For  example,  officers' 
salaries  is  a  type  of  operating  expense  which  may  be  regarded  as  semi-fixed 
in  nature.  The  extent  to  which  these  salaries  would  have  been  increased  had 
a  substantial  increase  in  sales  and  earnings  occurred  is  a  problem  in  the  recon- 
struction of  normal  earnings.  Salaries  previously  paid  by  the  taxpayer  and 
its  policies  as  revealed  by  an  analysis  of  this  expense  account  and  the  minute 
book  containing  resolutions  fixing  salaries  should  be  considered  in  determining 
to  what  extent  salaries  are  dependent  upon  earnings.  If  the  policy  has  been  to 
increase  salaries  when  a  substantial  increase  in  earnings  occurs,  a  constructive 
increase  of  officers'  salaries  may  be  proper,  depending  upon  the  increase  in 
earnings  reflected  in  the  reconstruction.  Such  increase  should  not  necessarily 
be  in  the  same  ratio  as  increase  in  sales.  Similar  treatment  should  be  accorded 
to  other  semi-fixed  expenses  such  as  advertising  and  general  administrative 
expense. 

If  the  taxpayer  is  in  a  new  field  of  business  enterprise  comparable  concerns 
will  not  be  available.  In  such  event  the  determination  of  the  level  of  earnings 
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at  the  end  of  the  extended  period  will  require  that  proper  consideration  be 
given  to  the  large  elements  of  risk  which  an  entrant  into  a  new  field  of  business 
activity  usually  encounters. 

(4)    Computation  of  earnings  for  entire  base  period. 

Techniques  of  reconstructing  earnings  for  the  entire  base  period  will 
depend  upon  the  manner  in  which  the  taxpayer's  normal  competitive  position 
in  Its  industry  has  been  established.  (See  Part  V,  Subpart  II  (B)  (2)(c)  for 
the  discussion  of  the  two  approaches  that  may  be  taken  in  making  this  deter- 
mination.) 

(a)  If  the  taxpayer's  normal  operating  conditions  are  determined  to 
have  been  such  that  the  first  approach  is  applicable,  it  will  be  necessary 
to  make  a  separate  reconstruction  for  each  year  of  the  base  period  similar 
to  the  one  described  above  for  the  end  of  the  base  period.  Normal  earnings 
must  be  determined  on  the  basis  of  the  portion  of  the  demand  which  it 
can  be  established  that  the  taxpayer  could  have  captured  during  each 
base  period  year.  The  taxpayer  for  which  such  reconstruction  is  made  is 
the  physical  taxpayer  as  it  actually  or  constructively  existed  at  the  close 
of  the  base  period. 

Under  this  first  approach  it  is  necessary  to  ascertain  what  effect  the 
entrance  of  the  taxpayer,  in  its  changed  character  would  have  had  on  the 
competitive  situation  in  the  industry.  It  is  not  to  be  taken  for  granted 
that  the  price  structure  would  have  remained  unchanged  with  the  addi- 
tional competitor.  The  prices  the  taxpayer  could  have  charged  and  the 
volume  it  could  have  sold  must  be  determined.  Since  costs  and  expenses 
usually  vary  at  different  levels  of  production  and  sales,  it  is  necessary  to 
determine  for  the  taxpayer  in  each  base  period  year  the  internal  operating 
conditions  which  would  be  normal  under  the  circumstances.  These  cir- 
cumstances include,  in  addition  to  costs  and  expenses  as  related  to  sales 
volume,  variations  from  year  to  year  in  such  internal  operating  conditions 
as  costs  of  raw  materials  and  wages.  See  also  the  discussion  in  paragraph 
(C)(2)  above  with  reference  to  the  use  of  the  experience  of  the  taxpayer 
or  of  comparable  concerns  and  to  the  use  of  certain  ratios  both  for  the 
purpose  of  a  short-cut  to  a  detailed  reconstruction  of  costs  and  expenses 
and  as  a  check  upon  the  accuracy  of  a  detailed  reconstruction. 

(b)  In  those  cases  where  normal  operating  conditions  for  the  tax- 
payer are  determined  to  have  been  such  that  the  use  of  the  second  approach 
is  proper,  two  general  techniques  of  reconstruction  for  the  entire  base 
period  are  available.    In  these  cases,  the  portion  of  the  demand  existing 
throughout  the  base  period  which  the  taxpayer  should  be  considered  as 
having  supplied  will   be  based   upon   that  portion   which   the  taxpayer 
supplied  actually  or  constructively,  as  of  the  close  of  the  base  period, 
(i)  The  first  technique,  which  may  be  regarded  as  a  short-cut 
for  the  second,  would  ignore  a  separate  and  detailed  reconstruction 
of  sales,  costs,  and  expenses  for  the  portion  of  the  base  period  prior 
to  the  period  for  which  it  is  determined  that  the  taxpayer  had  actually 
or  constructively  reached  the  earning  level  it  would  have  reached 
with  a  two-year  earlier  experience.   Since  this  earning  level  may  have 
been  determined  with  reference  to  a  shorter  period  than  the  last  full 
base  period  year,  it  is  necessary  in  such  cases  to  place  the  earnings 
for  such  short  period  on  a  yearly  basis.    If  seasonal  variations  or 
other  factors  make  a  straight  annualization  an  improper  method  of 
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reflecting  normal  earnings  for  the  entire  year,  figures  of  other  com- 
parable members  of  the  taxpayer's  industry  could  be  used  to  establish 
a  relationship  between  earnings  for  the  short  period  and  earnings  for 
the  entire  year.  This  ratio  would  then  be  applied  to  the  earnings  for 
the  short  period  in  order  to  place  such  earnings  on  a  yearly  basis. 

Having  arrived  at  normal  earnings  for  the  last  year  of  the  base 
period,  the  first  technique  would  require  only  that  a  relationship  be 
established  between  earnings  for  that  year  and  earnings  for  the  earlier 
years  of  the  base  period.  The  need  for  the  application  of  this  ratio  in 
reconstructing  earnings  for  the  entire  base  period  arises  from  the 
fact  that  business  conditions  in  the  taxpayer's  industry  during  the 
last  base  period  year  may  have  been  better  or  worse  than  average 
base  period  conditions  for  that  industry. 

To  applv  this  technique,  an  index  of  earnings  may  first  be  con- 
constructed  for  the  entire  base  period  using  the  last  year  of  such 
period  as  100  percent,  based  either  upon  the  earnings  for  each  year 
of  other  representative  activities  of  the  taxpayer  or  of  representative 
members  of  the  taxpayer's  industr}^lf,  during  the  base  period,  there 
have  been  important  changes  in  the  industry  in  the  number  of  con- 
cerns, capital  investment,  or  net  worth,  the  earnings  on  which  the 
index  is  based  should  be  expressed  as  ratios  to  some  such  factor  as 
net  worth  in  order  to  make  the  index  representative  of  the  experience 
of  a  single  concern  with  no  important  changes  in  capital. 

/ii  there  are  no  figures  available  for  the  industry  or  for  com- 
parable concerns,  the  most  general  business  profits  index,  i.e.,  the 
earnings  of  all  corporations,  might  be  used//  However,  if  the  tax- 
payer's business  is  of  a  local  character,  or  if  the  products  or  services 
sold  have  a  particular  geographical  distribution,  the  general  business 
index  might  be  localized  to  fit  the  taxpayer  through  the  use  of  some 
local  index  of  business  profits. 

If  the  taxpayer  is  a  member  of  an  industry  which  is  in  its  initial 
development  stage  during  the  base  period,  use  of  the  industry  index 
may  not  be  appropriate.  The  presence  of  development  means  that  the 
index  contains  initial  growth  elements  in  addition  to  normal  fluctua- 
tions. In  such  cases,  indexes  of  similar  industries  or  the  general  busi- 
ness profits  index  might  serve  as  the  instrument  by  which  the  1939 
position  of  the  taxpayer  could  be  adjusted  to  average  base  period 
conditions. 

After  obtaining  this  index  for  each  base  period  year  (1939  being 
100),  it  is  applied  to  the  reconstructed  earnings  for  the  last  year  of 
the  base  period;  that  is,  the  last  year  reconstructed  earnings  are 
multiplied,  successively,  by  the  indexes  for  the  other  years,  and  the 
result  divided  by  100  (since  the  index  is  a  percentage).  The  result 
is  reconstructed  earnings  for  each  year  of  the  base  period. 

The  assumption  made  by  the  use  of  the  technique  described 
above  is  that  the  relationship  between  the  taxpayer  and  the  compara- 
tives with  respect  to  operating  conditions,  including  volume  of  pro- 
duction and  sales,  is  fairly  constant  throughout  the  base  period.  The 
same  assumption  is  made  with  respect  to  the  taxpayer's  competitive 
position. 
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These  assumptions  will  be  entirely  unrealistic  in  many  cases 
where,  despite  general  similarity,  certain  phases  of  the  taxpayer's 
bus  ness  are  peculiar  to  it.    For  example,  Assume  that  a  taxoaver's 
business  is  conducted  in  leased  premises  and  its  annual  renuf  is 
considerably  higher  than  similar  fixed  charges  for  other  members 
of  Its  industry.   In  such  a  case  the  relationship  of  earningsTerwee^ 
base  period  years  for  other  members  of  the  industry  or  for  genera" 
business  might  not  be  representative  of  the  relationship  that^wouTd 
have  existed  for  the  taxpayer.    Profits  for  the  taxpayer  would  be 
dependent  on  a  certain  volume  of  sales  in  order  to  meet  iTs  h  gher 
fixed  charges     If  the  portion  of  the  demand  which   the  taxpfyer 
supplied  as  of  the  close  of  the  base  period  yields  a  volume  of  saks 
insufKcient  to  show  a  net  profit  for  one  or  more  of  the  base  period 
years  due  to  the  existence  of  the  fixed  charges,  the  resultingnet  loss 
would  be  representative  of  normal  operations  for  the    axpayer    In 

for  th^/r  *''"  "•"  ""['^^  ^'''  ^"^'^"'''"^  ™'^ht  result  in  a'Tt  profi" 
for  the  taxpayer  in  that  year,  since  the  index  based  upon  earnings 

a  orofiT  ToTt?  °^  ^'^%"^"^t^y  r  °^  ^^"^^^1  ''"^'""^  would  reflec? 
a  profit  for  that  year  This  result  would  be  inconsistent  with  the 
normal  operating  conditions  of  the  taxpayer.   This  techniqul  should 

re°eVrK°a^  notTarid.'^'  '"  ^"^  ^^^^  '"  -''•^''  "^^  ^ P^-ns 
(ii)  Under  the  second  technique  it  would  first  be  necessarv  to 
reconstruct  sales  for  each  base  period  year.  Thus,  the  portion  o7the 
demand  which  ,s  deemed  to  be  supplied  by  the  taxpayer  in  each  base 
period  year  will  be  the  same  actual  or  constructive  portion  which  the 
taxpayer  secured  at  the  close  of  the  base  period. 

The  sales  of  the  taxpayer  for  each  base  period  year  will  be 
obtained  by  the  use  of  an  index  of  industry  sales  based  uoon  100 
percent  for  939,  as  in  the  method  described  above  lor "  ndustJ? 
earnings.  Likewise,  internal  operating  conditions  as  they  existed 
actually  or  constructively,  at  the  close  of  the  base  period,  are  to  be 
considered  as  characteristic  of  the  taxpayer  throughout  the  base 
period.  Costs  and  expenses  should,  however,  be  reconstructed  on  the 
basis  of  the  variations  that  would  be  expected  for  these  items  as  a 
result  of  varying  levels  of  production  and  sales.  Reconstruction  of 
these  Items  should  also  take  into  account  variations  from  one  year  to 
another  in  such  factors  as  prices  of  raw  materials  and  wage  rates 

The  reconstruction  may  be  made  in  the  same  manner  for  the 
balance  of  the  base  period  as  is  suggested  in  paragraph  (C)  (3)  above 
for  the  close  of  the  base  period.  See  also  the  discussion  in  paragraph 
(C)(2)  above  with  reference  to  the  use  of  the  experience  of  the  tax- 
^fw''^u  =°'"P"^''';  concerns  and  to  the  use  of  certain  ratios 
both  for  he  purpose  of  a  short-cut  to  a  detailed  reconstruction  and 
as  a  check  upon  the  accuracy  of  a  detailed  reconstruction. 

(D)    Reconstruction  methods  with  reference  to  specific  changes. 

(1)    Difference  in  ratio  of  nonborrowed  capital  to  total  capital 
The  taxpayer's  actual  experience  will  be  sufficient  for  purposes  of  recon- 
struction ,n  these  cases.  The  only  information  necessary  is  the  average  equUy 
invested  capital  and  the  average  borrowed  capital  during  each  base  period  year 
ParlV(n)(D)(l)  ^ 
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and  at  December  31,  1939,  and  the  interest  paid  or  accrued  in  each  base  period 
year.  See  Subpart  I,  paragraph  (C)  (4)  for  detailed  discussion  of  reconstruction. 

(2)  Change  in  the  operation  of  the  business. 
/Changes  of  this  kind  will  ordinarily  involve  only  a  difference  in  costs  of 
operation.  In  some  cases,  there  may  be  a  concurrent  change  in  selling  price, 
which  in  turn  may  cause  a  change  in  volume  of  sales.  In  any  case,  since  a 
change  in  operation  is  not  subject  to  the  commitment  rule,  the  taxpayer  will 
have  had  some  actual  experience  with  operations  after  the  change  and  prior 
to  January  1,  1940. 

If  the  change  in  operation  resulted  only  in  a  difference  in  costs,  the  tax- 
payer's actual  experience  both  before  and  after  the  change  should  be  analyzed 
in  detail  to  determine  the  effect  of  the  change.  Such  analysis  should  be  made 
wherever  possible  on  a  monthly  basis,  or  at  least  on  a  quarterly  basis,  and, 
where  appropriate,  should  include  volume  of  production  and  unit  costs.  From 
this  information  it  should  be  possible  to  determine  what  changes  in  costs 
occurred  as  a  result  of  the  qualifying  change  in  operation  and  whether  the 
push-back  rule  is  applicable.  If  the  full  benefits  of  the  change  in  cost  have 
been  realized  by  the  end  of  the  base  period,  the  reconstruction  can  be  made 
by  assuming  the  change  to  have  been  in  existence  throughout  the  entire  base 
period  and  adjusting  costs  accordingly.  In  some  instances  this  may  be  done 
by  adjusting  each  account  affected  by  the  change.  In  other  cases,  it  may  not 
be  desirable  to  compute  the  change  in  each  account  or  to  compute  the  cost 
savings  on  a  unit  basis.  In  these  instances,  the  savings  in  cost  after  the  change 
may  be  expressed  as  a  percentage  of  sales  and  applied  on  the  same  basis  to 
sales  for  the  entire  base  period. 

If  the  push-back  rule  is  applicable,  reconstruction  of  costs  for  the  entire 
base  period  may  be  made  on  the  basis  of  costs  thereby  determined.  If  only 
a  difference  in  costs  is  involved,  the  push-back  rule  is  applied  in  accordance 
with  the  principles  discussed  under  the  heading  "Internal  operating  conditions". 
To  illustrate,  assume  that  the  taxpayer  operated  five  machines  during  the 
base  period  and  in  October,  1939,  replaced  one  of  the  machines  wtih  a  new 
one  having  the  same  capacity  but  requiring  fewer  man-hours  of  labor  in  its 
operation.  If  it  is  shown  that  savings  in  cost  were  not  fully  realized  by  the 
end  of  the  base  period  because  of  insufficient  training  and  experience  of  em- 
ployees, the  cost  savings  may  be  computed  on  the  basis  of  an  assumed  installa- 
tion of  the  machine  two  years  earlier.  The  push-back  rule  may  not  be  applied 
to  obtain  the  cost  savings  on  the  entire  five  machines  on  the  erroneous  theory 
that,  had  the  one  machine  been  installed  two  years  earlier,  all  five  would  have 
been  replaced  by  the  end  of  the  base  period.  Such  use  of  the  push-back  rule 
would  recognize  a  change  in  operation  which  was  not  actually  made  during 
the  base  period. 

It  can  never  be  assumed  that  savings  in  costs  necessarily  result  in  an 
equivalent  increase  in  earnings.  Such  savings  are  frequently  accompanied 
by  a  reduction  in  selling  price.  This  is  particularly  true  in  a  competitive 
industry  where  the  change  in  operation  is  gradually  being  made  by  all  mem- 
bers of  the  industry.  In  such  case  the  actual  change  in  margin  of  profit,  rather 
than  in  cost,  must  be  determined  and  reconstruction  made  on  that  basis.  Such 
an  adjustment  may  be  necessary  even  though  no  change  in  selling  price  has 
occurred  during  the  base  period.  If  competitors  are  making  or  will  make 
similar  changes  in  operations,  the  taxpayer  may  have  only  a  temporary  ad- 
vantage on  which  normal  earnings  cannot  be  predicated. 
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If  it  is  claimed  that  an  increased  volume  of  sales  would  have  resulted  from 
a  reduction  in  selling  price,  the  normal  operating  conditions  should  be  deter- 
mined in  accordance  with  the  principles  discussed  under  the  heading  "Tax- 
payer's competitive  position". 

The  taxpayer's  actual  experience  is  generally  the  best  source  of  information 
for  use  in  reconstructing  for  a  change  in  operation  of  the  business  and  is  to 
be  preferred  to  the  use  of  the  experience  of  comparable  concerns.  The  use 
of  comparatives  should  usually  be  limited  to  those  cases  in  which  the  change 
was  made  late  in  the  base  period,  and  the  taxpayer's  actual  experience  has  not 
been  sufficiently  extensive  to  measure  the  results  of  the  change. 

(3)    Change  in  capacity  for  production  or  operation, 

(a)    During  the  base  period. 

If  the  change  in  capacity  was  consummated  prior  to  January  1,  1940,  a 
detailed  analysis  should  be  made  of  the  capacity  before  and  after  the  change 
and  the  extent  of  its  utilization.  Thus,  the  first  step  in  reconstruction  in  such 
cases  is  to  determine  from  the  taxpayer's  actual  experience  the  extent  to  which 
the  change  influenced  its  earnings.  If  it  is  determined  that  the  push-back 
rule  is  not  applicable,  and  that  its  competitive  position  had  been  established 
by  the  end  of  the  base  period,  reconstruction  might  be  made  on  the  basis  of 
such  position  for  the  entire  base  period.// 

To  illustrate  by  a  simple  case,  assume  that  a  taxpayer,  operating  a  chain 
of  retail  stores,  opened  a  new  store  of  the  same  character  in  May  1938  in  a 
territory  not  previously  served  by  the  taxpayer.  The  new  store  had  no  effect 
upon  the  existing  stores  which  were  continued  in  operation,  and  its  addition 
is  found  to  qualify  as  an  increase  in  capacity.  Depending  upon  relationships 
between  the  operating  conditions  of  the  new  and  old  stores,  sales  and  costs, 
or  net  profits  of  the  new  store  might  be  determined  by  reference  to  the  sales 
or  costs  or  the  net  profits  of  the  old  stores.  Thus,  a  comparison  of  monthly 
sales  of  the  new  store  with  the  sales  of  the  old  stores  might  show  that  the  new 
increased  steadily  until  July  1939  when  they  "leveled  off"  at  approximately 
20  percent  of  the  old.  Sales  for  the  new  store  might  be  reconstructed  on  the 
basis  of  20  percent  of  sales  of  the  old  stores  for  each  year  of  the  base  period. 
If  it  is  found  that,  due  to  local  conditions  in  the  new  territory,  sales  of  the 
new  store  fluctuate  differently  from  those  of  the  old  stores,  the  normal  level 
of  sales  at  the  end  of  the  base  period  might  be  determined  by  establishing  a 
relationship  to  comparable  mature  concerns  in  the  same  territory.  When  the 
relationship  remains  fairly  constant  from  month  to  month,  it  may  be  assumed 
that  the  new  store  has  reached  its  normal  sales  level.  Reconstruction  of  sales 
might  then  be  made  upon  the  basis  of  this  relationship. 

In  either  event  considered  in  the  example,  the  taxpayer's  actual  per- 
centage of  gross  or  net  profit  to  sales,  established  after  its  sales  had  reached 
a  normal  level  during  the  base  period,  should  be  used  as  a  basis  for  the  gross 
or  net  profit  reconstruction.  It  should  not  be  assumed  that  this  percentage 
would  remain  constant  throughout  the  base  period.  Adjustment  should  be 
made  to  reflect  the  changes  in  economic  conditions.  This  might  be  accom- 
plished through  the  use  of  ratios  between  the  percentage  found  and  the  profit 
percentages  realized  in  each  of  the  base  period  years  by  the  taxpayer's  old 
stores  or  by  the  applicable  comparable  concerns. 

If  it  is  determined  that  the  push-back  rule  is  applicable,  normal  operating 
conditions  by  the  end  of  the  base  period  must  be  determined  in  accordance 
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with  the  principles  discussed  at  (B)(2)  above.    The  reconstruction  should  be 
made  in  accordance  with  the  principles  discussed  at  (C)  (3)  and  (4)  above. 

(b)    Commitment  cases. 

The  problems  arising  in  this  type  of  case  stem  from  the  fact  that  the  addi- 
tional capacity  for  which  constructed  earnings  are  sought  was  not  acquired 
prior  to  January  1,  1940,  and  no  actual  experience  is  therefore  available  prior 
to  that  date  to  furnish  a  basis  for  such  computations. 

In  the  majority  of  cases  it  will  be  necessary  to  apply  the  push-back  rule 
and  to  assume  that  the  changed  capacity  had  existed  on  December  31,  1937  in 
order  to  determine  the  normal  earning  level  to  be  used  in  reconstruction.^ 

These  cases  will  generally  fall  into  two  classes.  The  first  class  includes 
those  where  the  added  capacity  is  utilized  to  increase  the  volume  of  the  product 
or  products  actually  manufactured  or  sold  prior  to  January  1,  1940,  or  to  begin 
production  or  sale  of  products  new  to  the  taxpayer  but  which  have  a  relatively 
stable  demand.  The  second  class  includes  those  where  the  capacity  is  added 
to  manufacture  or  sell  products  which  were  not  sold  during  the  base  period. 

In  the  first  type  of  case,  the  application  of  the  push-back  rule  and  the 
reconstruction  on  the  basis  of  the  determined  normal  earning  level  might  be 
made  as  in  the  case  of  a  change  of  capacity  actually  made  in  the  base  period 
since  there  generally  will  be  data  available,  either  within  the  taxpayer's  ex- 
perience or  within  the  industry,  to  provide  a  basis  for  determination  as  to 
the  demand  and  the  internal  operating  conditions. 

For  example,  assume  that  a  taxpayer  operated  an  established  business 
throughout  the  base  period  using  50  factory  units.  Assume  further  that  in 
August  1939  a  contract  was  entered  into  for  the  installation  of  25  additional 
units  which  required  manufacture 'and  were  not  installed  until  July  1940.  A 
consideration  of  the  operating  technique  should  disclose  the  effect  on  total 
plant  capacity  of  the  added  units.  The  new  units  should  not  be  assumed  to 
increase  capacity  by  50  percent,  since  some  essential  operation  may  limit 
output.  The  extent  to  which  the  added  production  could  have  been  sold,  in 
1938  and  1939  in  applying  the  push-back  rule,  and  during  the  entire  base  period 
in  making  the  reconstruction,  might  be  determined  by  reference  to  the  tax- 
payer's sales  policies  in  relation  to  the  demand  for  the  product  and  the  general 
market  conditions  existing  with  respect  to  the  industry.  Costs  of  the  product 
and  expenses  should  be  determined  by  consideration  of  the  internal  operating 
conditions  and  the  effect  thereon  of  the  added  production. 

If  the  additional  units  were  installed  to  produce  an  item  or  items  not 
previously  manufactured  by  the  taxpayer  but  which  had  been  produced  and 
sold  by  others,  reference  to  data  for  the  industry,  the  experience  of  other 
concerns,  and  consideration  of  the  effect  of  the  taxpayer's  entrance  into  the 
field  would  be  necessary. 

The  second  type  of  case  presents  a  more  difficult  task  of  reconstruction 
since  no  experience  or  data  will  be  available  relative  to  the  effect  of  conditions 
prior  to  January  1,  1940,  on  the  production  or  sale  of  the  product.  It  will  be 
necessary  to  approach  the  problem  from  the  point  of  view  of  the  management 
when  the  decision  was  made  to  enter  into  the  commitment.  This  might  be 
accomplished  by  determination  of  the  nature  and  size  of  the  expanded  plant, 
including  the  number  of  units  of  product  which  the  committed-for-capacity 
would  normally  yield;  the  volume  of  sales  that  would  have  been  possible  in 
the  light  of  the  taxpayer's  established  sales  and  advertising  policies ;  the  prices 
at  which  the  product  could  be  sold ;  and  the  costs  of  manufacture  in  the  light 
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of  the  determined  volume.  General  business  conditions  and  industry  data  as 
they  would  affect  the  production  or  sale  of  the  product  during  1938  and  1939 
m  the  application  of  the  push-back  rule  and  for  the  entire  base  period  in  the 
reconstruction  should,  of  course,  be  given  full  recognition. 

It  has  been  previously  emphasized  in  this  Bulletin  that  the  push-back 
rule  may  not  be  utilized  to  create  qualifying  factors  which  had  not  actually 
occurred  prior  to  January  1,  1940.  Accordingly,  care  must  be  taken  to  ascer- 
tain that  in  the  application  of  the  push-back  rule  the  determined  normal  level 
of  earnings  reflects  only  the  effects  of  the  committed-for-capacity. 

Since  there  will  be  a  period  subsequent  to  December  31,  1939  when  the 
capacity  for  which  a  commitment  was  made  was  not  in  existence  or  had  not 
actually  reached  full  normal  operations,  it  will  be  necessary  in  most  cases  to 
limit  the  level  of  earnings  upon  which  reconstruction  is  based.  Reference 
may  be  made  to  paragraph  (F)(3)  for  a  discussion  of  the  application  of  the 
variable  credit  rule  to  commitment  cases. 

An  adjustment  may  also  be  necessary  because  of  capital  additions  after 
the  commitment.    A  discussion  of  this  factor  will  be  found  at  paragraph  (E). 

(4)  Acquisition  of  competitor's  assets. 
^The  treatment  of  the  acquisition  situation  in  reconstruction  will  depend 
upon  the  character  of  the  acquisition  and  the  circumstances  which  attend  it. 
The  acquisition  of  the  assets  of  the  competitor  may  have  resulted  in  an  increase 
in  capacity  for  production  or  operation  without  eliminating  or  substantially 
reducing  the  competition  of  the  competitor;  it  may  have  eliminated  or  sub- 
stantially reduced  such  competition  without  effecting  any  change  in  the  tax- 
payer's capacity  for  production  or  operation ;  or  it  may  have  both  eliminated 
or  reduced  the  competition  and  increased  !he  taxpayer's  capacity^ 

In  the  event  the  taxpayer,  through  the  acquisition  of  the  assets  of  its 
competitor,  has  increased  its  capacity  for  production  or  operation  without 
eliminating  or  substantially  reducing  the  competition,  reconstruction  will  be 
based  upon  the  change  in  capacity  and  not  upon  the  acquisition  of  assets.  The 
reconstruction  will  accordingly  proceed  in  the  same  manner  and  under  the 
same  principles  as  reconstruction  based  upon  changes  in  capacity. 

In  the  event  the  acquisition  of  the  assets  eliminates  or  substantially  reduces 
competition  without  effecting  a  chanq^e  in  the  taxpaver's  capacity  for  pro- 
duction or  operation,  the  reconstruction  should  reflect  only  the  increase  in 
earnings  which  results  from  the  elimination  or  diminution  of  the  competition. 
In  such  event  the  prior  earnings  history  of  the  taxpayer  or  the  former  owner 
will  not  be  relevant,  since  it  stemmed  from  a  competitive  situation  which  no 
longer  exists,  and  since  normal  earnings  of  the  taxpayer  are  to  be  determined 
upon  the  basis  of  the  new  situation.  In  general,  if  the  taxpayer  has  had  suffi- 
cient base  period  experience  in  its  new  competitive  status,  it  may  be  possible 
to  reconstruct  normal  earnings  by  reference  to  such  experience  under  the 
methods  and  techniques  of  reconstruction  described  above.  If  the  actual  base 
period  experience  is  not  long  enough  for  a  determination  of  the  taxpayer's 
new  normal  operating  conditions,  it  will  be  necessary  to  reconstruct  by  refer- 
ence to  the  experience  of  comparable  concerns  operating  under  base  period 
conditions  in  the  same  competitive  status  as  that  of  the  taxpayer  after  the 
acquisition  of  the  competitor's  assets. 

Finally,  the  acquisition  of  the  assets  may  result  in  both  an  increase  in 
the  taxpayer's  capacity  for  production  or  operation  and  the  elimination  or 
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substantial  reduction  of  competition.  In  such  cases  the  reconstruction  should 
reflect  both  the  effects  of  the  removal  of  the  competition  and  the  increased 
earnings  attributable  to  the  increase  in  capacity. 

^(o)    Difference  in  the  products  or  services  furnished. 

If  the  different  product  or  service  furnished  by  the  taxpayer  is  in  addition 
to  products  or  services  already  being  furnished,  and  if  the  new  product  re- 
quired new  capacity  for  production  or  operation,  it  will  be  most  practicable 
to  reconstruct  income  as  though  it  relied  upon  increased  capacity  as  its  quali- 
fication for  relief.  .  y 

There  remain,  however,  three  main  situations  in  which  a  difference  in  J 
products  or  services  furnished  requires  special  consideration  in  reconstruction. 
These  situations  are  the  following: 

(a)  The  taxpayer,  without  changing  its  capacity,  substitutes  in  whole 
or  in  part  a  new  product  or  service  for  one  previously  furnished. 

(b)  The  taxpayer,  without  increasing  its  capacity,  furnishes  a  new 
product  or  service  in  addition  to  those  already  furnished. 

(c)  The  taxpayer  furnishes  an  additional  product  or  service,  utilizing 
new  capacity  as  well  as  existing  unused  capacity. 

In  the  first  case,  i.e.,  where  the  taxpayer  simply  substitutes  one  product  or 
service  for  another,  the  objective  is  to  substitute  for  the  earnings  of  the  old 
product  the  higher  level  of  earnings  attributable  to  the  new.  If  the  taxpayer 
had  any  considerable  experience  with  the  new  product,  having  shifted  to  it  say 
at  the  beginning  of  1937,  the  actual  unit  profit  at  the  end  of  the  base  period  may 
be  normal  for  that  time,  and  margins  for  the  whole  base  period  may  be  recon- 
structed on  this  basis  in  the  light  of  competitive  and  general  business  condi- 
tions during  the  entire  base  period.  Even  if  the  change  was  made  late  in  the 
base  period  so  that  the  new  product  is  being  produced  and  sold  under  condi- 
tions of  initial  development,  the  actual  experience  of  the  taxpayer  may  serve 
as  a  basis  for  reconstruction.  That  is,  if  costs  are  high  for  the  reason  that 
mechanical  "bugs"  have  not  been  eliminated  from  the  productive  process,  the 
actual  costs  at  the  end  of  the  base  period  may  be  adjusted  for  this  fact  in  the 
light  of  the  known  physical  and  mechanical  set-up  of  the  plant.  Inherent  defi- 
ciencies in  the  plant,  for  which  no  adjustment  can  of  course  be  made,  will  be 
somewhat  more  easy  to  identify  than  in  the  case  of  a  taxpayer  with  no  prior 
experience  of  any  kind. 

Selling  prices  of  the  taxpayer  under  discussion  may  likewise  be  less  at  the 
end  of  the  base  period  than  they  would  have  been  had  the  taxpayer  had  a  longer 
period  in  which  to  develop  its  distribution.  Here  again,  however,  the  prior 
experience  of  the  taxpayer  may  furnish  a  guide.  The  general  prior  policy  of  the 
taxpayer's  management,  particularly  with  respect  to  its  emphasis  upon  volume 
at  the  expense  of  unit  profits  or  vice  versa,  may,  in  the  absence  of  contrary 
evidence,  be  expected  to  carry  over  to  the  changed  product  or  service. 

Determination  of  sales  volume  must  be  based  upon  the  same  theoretical 
considerations  which  apply  to  a  beginning  taxpayer.  That  is,  the  demand  for 
the  new  product  and  the  taxpayer's  competitive  position  must  be  determined. 
However,  the  taxpayer  shifting  to  a  different  product  may  have  a  certain  ad- 
vantage over  a  beginning  taxpayer,  as  where  it  has  an  established  marketing 
system.  This  would  be  particularly  important  in  case  the  new  product  was 
related  to  the  old  and  was  marketed  through  the  same  outlets. 
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The  second  situation,  in  which  the  taxpayer  adds  a  product  or  service 
without  replacing  the  old  and  without  increasing  capacity,  calls  for  the  same 
reconstruction  technique  as  has  just  been  outlined.  This  situation  differs 
chiefly  from  the  first,  however,  in  that  no  existing  profits  need  be  eliminated 
since  no  existing  product  is  displaced. 

The  third  situation  presupposes  that  the  existing  capacity  is  suited  to  the 
new  product  and  that  new  capacity  is  also  installed  or  committed  for  in  the 
base  period.  The  reconstruction  is  made  as  in  the  second  situation  except  that 
account  must  be  taken  of  the  new  capacity. 

Three  additional  observations  may  be  made  with  respect  to  a  case  involv- 
ing difference  in  products  or  services  furnished.  First,  under  no  circumstances 
may  volume  be  reconstructed  except  within  the  limitations  of  capacity  in 
existence  or  committed  for  by  December  31,  1939.  Second,  since  a  change-over 
to  a  different  product  may  in  some  cases  be  made  with  great  facility,  it  must 
be  determined  whether  such  change,  particularly  if  made  late  in  the  base 
period,  was  directly  or  indirectly  occasioned  by  abnormal  events.  Third,  re- 
construction for  a  difference  in  products  or  services  furnished  is  subject  to  all 
the  limitations  already  set  out  for  reconstruction  under  section  722(b)(4) 
except  that  in  a  proper  case  unused  capacity  may  serve  as  a  basis  for  recon- 
structed volume. 

(6)    Change  in  management. 

/fAn  analysis  of  a  qualifying  change  in  management  will  usually  show  that 
the  changes  in  basic  policies  of  the  business  have  resulted  in  one  or  more  of 
the  changes  in  character  listed  above.  Thus,  the  new  management  may  have 
changed  the  methods  of  operation  of  the  business;  or  it  may  have  increased 
the  capacity  or  changed  the  products  or  services  furnished.  If  the  change  in 
management  has  resulted  solely  in  one  or  more  of  these  changes,  the  problem 
of  reconstruction  is  the  same  as  in  the  various  categories  discussed  abm;^. 
Frequently,  a  drastic  revision  in  management  policies  will  have  resulted^m 
several  such  changes  and  the  principles  discussed  in  Part  VII  (A),  "Multiple 
Bases  for  Relief",  will  be  applicable. 

J^wo  other  changes  in  the  taxpayer's  normal  operating  conditions,  either 
in  conjunction  with  other  changes  or  standing  alone,  may  have  resulted  from 
a  change  in  management.  The  new  management  may  have  made  drastic 
changes  which  result  in  substantial  savings  in  costs,  as  for  example,  where  a 
reduction  in  personnel  is  made.  Secondly,  it  may  have  initiated  policies  which 
can  be  shown  to  have  improved  its  competitive  position  and  made  possible  an 
enlarged  volume  of  sales. //The  increased  volume  may  or  may  not  have  been 
accompanied  by  a  change  m  selling  price.  In  either  event,  since  the  change  in 
management  policies  must  have  been  placed  in  operation  during  the  base 
period,  the  taxpayer's  own  experience  after  the  change  may  be  the  best  source 
of  information  to  be  used  in  reconstruction.  Reference  to  the  experience  of 
comparable  concerns  will  seldom  be  required  except  in  those  instances  in  which 
the  new  management  has  previously  demonstrated  the  results  of  its  policies 
with  some  other  corporation  or  similar  policies  have  been  adopted  by  other 
coiicerns  in  the  industry. 

No  peculiar  problems  in  application  of  the  push-back  or  in  reconstruction 
for  the  entire  base  period  are  anticipated  in  cases  falling  within  this  category. 
The  most  difficult  problems  will  relate  to  the  identification  of  the  changed 
policies  and  the  various  changes  in  operating  conditions  flowing  from  such 
policies. 
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(1)  Need  for  adjustment. 

Section  35.722-2 (c)  of  Regulations  112  provides  that  the  amount  of  the 
excess  profits  credit  based  on  a  constructive  average  base  period  net  income 
shall  be  computed  in  accordance  with  section  713(a)(1)  of  the  Internal  Reve- 
nue Code,  relating  to  the  computation  of  the  amount  of  the  excess  profits  credit 
based  on  income,  as  follows: 

(a)  95  percent  of  the  constructive  average  base  period  net  income ; 

(b)  plus  8  percent  of  the  net  capital  addition  defined  in  section  713(g) 
and  section  743 ;  or 

(c)  minus  6  percent  of  the  net  capital  reduction  defined  in  section  713(g) 
and  section  743. 

In  a  commitment  case  unless  an  adjustment  were  made  to  the  CABPNI  ^ 
based  upon  capital  additions  there  would  be  a  double  benefit  in  the  excess 
profits  credit.  This  double  benefit  would  result  to  the  extent  that  the  additions 
to  capital  in  the  excess  profits  tax  taxable  years  were  used  in  the  consumma- 
tion of  the  commitment.  For  example,  assume  that  a  taxpayer  entered  into  a 
commitment  in  the  latter  part  of  the  year  1939  to  purchase  additional  machinery 
costing  $150,000.  The  machinery  was  paid  for  by  a  deposit  of  $50,000  in  1939 
and  from  proceeds  received  from  the  sale  of  capital  stock  on  April  1,  1940,  at 
which  time  the  machinery  was  put  into  operation.  Without  an  appropriate 
adjustment,  this  taxpayer  would  receive  a  duplication  of  $6,000  (8%  of  $100,000 
for  y^  year)  in  its  excess  profits  credit  for  1940,  for  the  reason  that  its  con- 
structive average  base  period  net  income  already  includes  income  attributable 
to  the  operation  of  the  new  machinery. 

(2)  Computation  of  adjustment. 

In  order  to  eliminate  this  duplication  in  the  excess  profits  credit  based  on 
a  constructive  average  base  period  net  income,  the  regulations  provide  the 
following  rule : 

"*  *  *  in  computing  the  constructive  average  base  period  net  income 
attributable  to  the  change  in  the  character  of  the  business  described  in  the  last 
sentence  of  section  722(b)(4),  the  fair  and  just  amount  representing  normal 
earnings  determined  without  regard  to  the  provisions  of  this  paragraph  to  be  used 
in  the  computation  of  the  excess  profits  tax  for  a  taxable  year  shall  be  reduced 
by  an  amount  equal  to  8  percent  of  that  portion  of  net  capital  addition  for  such 
year  which  has  been  utilized  in  constructing  or  acquiring  the  facilities  giving 
rise  to  such  change.    *     *     *" 

In  the  application  of  this  rule,  the  portion  of  the  set  capital  addition  in 
the  excess  profits  tax  taxable  year  which  is  used  in  the  consummation  of  the 
commitment  is  considered  to  be  the  amount  resulting  from  the  following  com- 
putation : 


Portion  of  daily  capital  additions 
used  to  effectuate  commitment 


X  Net  capital  addition  X  8% 


Aggregate  daily  capital  additions 

Not  all  capital  additions  during  the  excess  profits  tax  taxable  years  may 
have  been  utilized  to  effectuate  the  commitment.  Where  the  facilities  acquired 
or  constructed  as  a  result  of  the  commitment  were  so  extensive  as  to  require 


*  Constructive  average  base  period  net  Income. 
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special  financing,  the  amount  of  the  capital  additions  used  for  this  purpose  will 
be  apparent.  However,  in  many  instances  it  will  not  be  apparent  and  must  be 
established  by  the  facts  in  the  particular  case,  possibly  by  reference  to  the 
minutes  authorizing  the  change,  to  amendments  of  the  charter  where  the  financing 
required  an  increase  in  the  authorized  capital,  or  to  reports  filed  with  the  Se- 
curities and  Exchange  Commission. 

The  adjustment  required  by  the  regulations  is  a  reduction  in  the  amount 
of  the  constructive  average  base  period  net  income  attributable  to  the  increase 
in  capacity  actually  reached  under  the  commitment,  limited  to  the  amount  of 
such  constructive  average  base  period  net  income.  It  is  not  an  adjustment  to 
the  net  capital  addition  which  must  still  be  made  exactly  in  accordance  with 
section  713(g)  or  section  743. 

The  adjustments  to  the  excess  profits  credit  on  account  of  capital  changes 
under  section  713(g)  relate  to  additions  or  reductions  in  capital  from  the 
beginning  of  the  first  excess  profits  tax  taxable  year.  Therefore,  the  reduction 
in  the  amount  of  the  constructive  average  base  period  net  income  attributable 
to  a  commitment  should  be  made  for  each  excess  profits  tax  taxable  year  in 
which  the  excess  profits  credit  is  based  on  a  constructive  average  base  period 
net  income  which  is  attributable  in  whole  or  in  part  to  a  commitment.  How- 
ever, no  adjustment  is  authorized  where  the  capital  change  results  in,  or  after 
it  becomes,  a  net  capital  reduction  even  though  the  aggregate  of  the  daily 
capital  additions  includes  amounts  used  to  effectuate  the  commitment. 

The  principles  of  the  adjustment  for  capital  additions  after  commitments 
may  be  illustrated  as  follows  with  respect  to  four  taxpayers : 


Example 
Item  #1 

I  Facts 

Constructive  Average  Base 
Period  Net  Income 

(1)  Attributable  to  a  change  in  ca- 

pacity reached  under  a  com- 
mitment           None 

(2)  Attributable  to  other  factors.  .   $275,000 

(3)  Total    $275,000 

Net  Capital  Addition 
or  Reduction 

(4)  Aggregate  daily  capital  addi- 

tions       $600,000 

(5)  Aggregate  daily  capital  reduc- 

tions        200,000 

(6)  Net  capital  addition  or  (reduc- 

tion)       $400,000 

(7)  Portion  of  daily  capital  addi- 

tions used  to  effectuate  com- 
mitment     $480,000 

(8)  Total  cost  of  change  in  capac- 

ity under  commitment $500,000 

II  Solution 

(9)  Amount  of  Adjustment 

Item    (7)    ---    Item    (4)     X 
Item  (6)  X  8%  (limited  to 
Item    (1))    None 
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Example        Example        Example 

#2  #3  #4 


$  10.000      $  75,000      $  75,000 
265,000        200,000        200,000 


$275,000      $275,000      $275,000 


$600,000      $600,000      $600,000 
200,000        200,000        700,000 


$400,000      $400,000    ($100,000) 


$480,000      $480,000      $480,000 
$500,000      $500,000      $500,000 


Not 
$  10,000      $  25,600      applicable 
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Example  Example  Example  Example 

«*«                                                                         #i  #2  #3  #4 
(10)     Excess  Profits  Credit 

Constructive    average    base 

period  net  income— Item  (3)  $275,000  $275,000  $275,000  $275,000 

Less:  Adjustment— Item  (9)        None  10,000  25,600  None 

Constructive  average  base 
period  net  income  (ad- 
justed)     $275,000      $265,000      $249,400      $275,000 

95  percent  of  adjusted  con- 
structive average  base  pe- 
riod net  income     $261,250      $251,750      $236,930      $261,250 

Add:  Net  capital  addition — 
8%  of  (6) 32.000  32,000  32.000  — 

Deduct:  Net  capital  reduc- 
tion—6%  of  (6) —  —  —  6,000 

Excess  profits  credit $293,250      $283,750      $268,930      $255,250 

(F)     Variable  credit  rule. 

/^^i^u/a/ionj.— Section  35.722-3 (d). 

( 1 )  Need  for  the  rule. 

The  preceding  discussion  has  been  limited  to  those  cases  in  which  the  con- 
structive average  base  period  net  income  to  be  used  as  a  standard  for  the  new 
or  changed  business  under  section  722(b)(4)  is  based  on  the  full  level  of 
normal  earning  capacity.  If  the  business  which  has  been  commenced  or 
changed  has  reached  its  full  level  of  normal  operations  during  the  excess  profits 
tax  taxable  years,  the  standard  so  obtained  is  a  fair  measure  of  normal  profits. 
However,  there  are  instances  in  which  the  business  may  not  have  reached  its 
full  level  of  normal  operations  during  the  excess  profits  tax  taxable  years.  In 
such  situations  it  would  obviously  be  unfair  to  allow  the  use  of  a  "yardstick/* 
based  on  full  level  of  normal  operations,  for  the  measurement  of  earnings  based 
on  operations  which  have  not  reached  that  level.  The  regulations  provide  in 
such  cases  for  the  determination  of  a  fair  and  just  amount  representing  normal 
earnings  which  amount  may  vary  in  different  excess  profits  tax  taxable  years. 
The  following  paragraphs  describe  the  situations  in  which  this  determination 
is  necessary. 

(2)  Cases  involving  the  two-year  push-back  rule. 

Reference  has  already  been  made  in  this  part  of  the  Bulletin  to  the  use 
of  the  two-year  push-back  rule  in  the  determination  of  constructive  average 
base  period  net  income.  The  use  of  this  rule  may  result  in  construction  of 
normal  earnings  based  on  an  operating  level  which  is  higher  than  the  level 
actually  reached  at  the  end  of  the  base  period  and  higher  than  the  level  which 
would  be  reached  under  normal  conditions  during  the  first  and  second  excess 
profits  tax  taxable  years.  For  example,  assume  that  the  taxpayer  commenced 
business  January  1,  1938  and  that  it  had  not  reached  by  the  end  of  the  base  period 
the  earning  level  it  would  have  reached  had  it  started  on  January  1,  1936.  Its 
actual  earnings  for  1938  were  $30,000  and  for  1939,  $65,000.  It  is  determined 
that,  had  it  commenced  business  two  years  earlier,  it  would  have  attained  an 
earning  level  of  $95,000  by  the  end  of  the  base  period.  However,  as  of  the  end 
of  the  base  period  it  could  reasonably  have  expected  to  reach  an  earning  level 
of  only  $75,000  during  1940  and  $85,000  during  1941.  If  an  average  base  period 
net  income  is  constructed  for  the  entire  base  period  based  on  an  earning  level  of 
$95,000,  such  earning  level  would  be  greater  than  that  which  normally  would 
have  been  reached  during  1940  and  1941. 
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The  regulations  provide  in  this  situation  that  "the  fair  and  just  amount 
representing  normal  earnings  should  be  based  upon  the  actual  earning  capacity 
which,  as  of  the  end  of  its  base  period,  the  taxpayer  could  reasonably  have 
expected  to  reach  under  normal  conditions  during  such  first  or  second  excess 
profits  tax  taxable  year".  Thus,  in  the  above  example,  a  different  constructive 
average  base  period  net  income  must  be  computed  for  each  of  the  years  1940, 
1941  and  1942;  for  1940  based  on  an  earning  level  of  $75,000,  for  1941  based  on 
$85,000,  and  for  1942  based  on  $95,000. 

It  should  be  emphasized  that  the  earning  capacity  which  the  taxpayer 
could  reasonably  have  expected  to  reach  under  normal  conditions  during  its 
first  and  second  excess  profits  tax  taxable  years  is  not  necessarily  the  same 
as  that  which  it  would  have  reached  in  the  last  two  base  period  years  had  it 
cornmenced  business  or  changed  the  character  of  its  business  two  years  earlier. 
This  is  for  the  reason  that  the  two-year  push-back  rule  is  applied  under  the 
conditions  existing  during  the  base  period,  while  the  variable  credit  rule  is 
applied  under  the  normal  conditions  forecast  on  December  31,  1939,  for  the 
next  two  excess  profits  tax  taxable  years. 

It  should  be  noted  that  the  actual  earning  level  reached  and  the  actual 
operating  conditions  present  during  the  first  and  second  excess  profits  tax 
taxable  year  are  not  to  be  used.  The  last  sentence  of  section  722(a)  provides 
that  no  regard  shall  be  had  to  events  or  conditions  occurring  or  existing  after 
December  31,  1939  in  determining  the  constructive  average  base  period  net 
income.  Again,  if  the  conditions  after  December  31,  1939  are  such  that  the 
actual  earnings  during  the  first  or  second  excess  profits  tax  taxable  years  are 
in  excess  of  the  normal  earnings  reasonably  anticipated  as  of  the  end  of  the 
base  period,  the  taxpayer  has  realized  excess  profits  which  should  be  taxed. 
Conversely,  if  adverse  post-1939  conditions  have  prevented  the  taxpayer  from 
reaching  the  level  of  normal  earnings  reasonably  anticipated,  it  is  entitled  to 
an  unused  excess  profits  credit. 

(3)    Cases  involving  the  commitment  rule. 

A  similar  situation  arises  in  connection  with  the  application  of  the  com- 
mitment rule.  (Acquisitions  of  assets  after  December  31,  1939  of  newspaper 
competitors  in  accordance  with  the  last  sentence  of  section  722(b)(4)  will  be 
subject  to  the  same  rule  as  is  described  in  this  discussion.)  As  explained  in 
preceding  sections  of  this  Bulletin,  under  the  commitment  rule  a  change  in 
capacity  for  production  or  operation  which  is  consummated  after  December 
31,  1939,  is  deemed  to  be  a  change  on  December  31,  1939.  Upon  application 
of  the  push-back  rule,  the  change  is  deemed  to  have  been  made  on  December 
31,  1937  and  the  earning  level  that  would  have  been  reached  at  the  end  of  the 
base  period  is  determined  and  used  as  the  basis  for  the  computation  of  the 
constructive  average  base  period  net  income.  However,  during  an  excess 
profits  tax  taxable  year,  the  change  in  capacity  may  not  be  reflected  at  all 
in  the  operations.  Or,  the  change  in  capacity  may  have  been  only  partially 
utilized  during  the  year.  Or,  while  the  new  capacity  may  have  been  fully 
utilized,  normal  earnings  may  not  have  been  reached  due  to  operational  diffi- 
culties resulting  from  the  lack  of  experience  with  the  new  facilities.  In  all 
these  situations,  the  full  level  of  normal  earnings  based  upon  full  normal 
operating  capacity  may  exceed  the  level  of  earnings  which  would  have  been 
reached  under  normal  conditions  during  an  excess  profits  tax  taxable  year, 
and  a  variable  constructive  average  base  period  net  income  must  be  computed. 
The  problem  involved  is  similar  to  that  under  the  push-back  rule  with  two 
important  exceptions : 
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(a)  Under  the  push-back  rule  where  no  commitment  is  involved,  not 
more  than  two  excess  profits  tax  taxable  years  will  require  the  variable 
computation.  Under  the  commitment  rule,  additional  excess  profits  tax 
taxable  years  may  be  involved.  To  illustrate,  assume  that  the  taxpayer 
was  committed  to  a  change  in  capacity  on  December  31,  1939.  The  in- 
creased capacity  did  not  enter  into  production  at  all  during  1940.  It  was 
partially  utilized  during  1941  and  fully  utilized  during  1942,  but  the  full 
level  of  normal  earnings  could  have  been  reached  only  by  the  end  of  1943 
after  the  new  capacity  had  been  operated  at  full  normal  level  for  two 
years.  In  such  case,  a  constructive  average  base  period  net  income,  less 
than  that  based  on  the  full  normal  level,  must  be  computed  for  use  in 
each  of  the  years  1940,  1941,  1942,  and  1943. 

(b)  Under  either  the  push-back  rule  or  the  commitment  rule,  the 
variable  constructive  average  base  period  net  income  must  be  based  upon 
normal  operating  conditions.  In  determining  these  conditions  under  the 
push-back  rule,  no  regard  may  be  had  to  actual  conditions  existing  during 
the  excess  profits  tax  taxable  years.  Instead,  normal  conditions  which 
could  reasonably  have  been  forecast  at  December  31,  1939  are  used.  In 
determining  normal  operating  conditions  under  the  commitment  rule,  re- 
gard must  be  had  to  the  changed  capacity  actually  consummated  during 
the  taxable  years,  and  to  the  extent  to  which  this  change  would  have 
normally  entered  into  the  operations  during  these  years. 

There  are  two  methods  which  may  be  suggested  for  computing  the  con- 
structive average  base  period  net  income  in  cases  in  which  the  factors  discussed 
above  must  be  taken  into  account.  One  method  is  to  compute  the  constructive 
average  base  period  net  income  based  on  the  level  of  earnings  reached  under 
full  normal  capacity,  and  reduce  this  amount  to  the  percentage  of  capacity 
actually  reflected  in  the  business  during  the  excess  profits  tax  taxable  year. 
For  example,  assume  that  the  constructive  average  base  period  net  income 
based  on  full  normal  capacity  of  50,000  units  was  $100,000.  During  1940  an 
average  capacity  for  only  20,000  units  was  utilized.  Constructive  average  base 
period  net  income  for  1940  under  this  method  would  be  2/5ths  or  40  percent 
of  $100,000.  This  method  is  acceptable  only  where  the  rate  of  profit  per  unit 
is  not  materially  altered  by  a  lower  scale  of  operation. 

The  second  method  takes  into  account  the  different  direct  costs  and  over- 
head resulting  from  the  lower  scale  of  production.  Under  this  method,  a 
separate  computation  is  made  for  each  year  depending  upon  the  rate  of  pro- 
duction. This  method  is  more  accurate  and  should  be  used  when  a  material 
difference  will  result. 

Under  either  the  push-back  rule  or  the  commitment  rule,  the  variable 
constructive  average  base  period  net  income  is  computed  separately  for  each 
excess  profits  tax  taxable  year  in  which  the  full  level  of  normal  operations  or 
earning  capacity  has  not  been  reached.  Ordinarily,  once  this  level  has  been 
reached,  the  constructive  average  base  period  net  income,  determined  on  the 
basis  of  full  level,  remains  constant  and  is  not  affected  by  events  or  conditions 
in  a  subsequent  excess  profits  tax  taxable  year.  To  illustrate,  assume  that  the 
taxpayer  increased  its  capacity  during  the  base  period  for  the  manufacture 
of  refrigerators.  Its  constructive  average  base  period  net  income  based  on  the 
changed  capacity  was  established  for  1940  and  1941.  During  1942  it  converted 
its  plant  to  the  manufacture  of  war  material.  A  temporary  conversion  to  war 
production  does  not  require  a  change  in  the  taxpayer's  standard  of  normal 
earnings  and  does  not  bar  it  from  relief  for  1942.  Any  profits  from  war  con- 
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tracts  should  be  measured  in  the  light  of  what  would  have  been  normal  profits 
from  the  capacity  it  had  as  of  the  end  of  the  base  period.  A  similar  case  is  one 
in  which  a  corporation  began  to  manufacture  a  new  product  during  the  base 
period  but  was  forced  temporarily  to  abandon  its  manufacture  in  1942  due 
to  the  scarcity  of  raw  material.  It  would  be  entitled  to  the  constructive  average 
base  period  net  income  established  for  the  changed  business,  even  though  it 
was  manufacturing  an  entirely  different  product  during  the  excess  profits  tax 
taxable  year. 

(4)  Cases  involving  an  abandonment  of  a  change  in  the  character  of  the 
business. 

An  entirely  different  situation  arises  where  the  taxpayer  abandons  the 
change  which  gave  rise  to  the  claim  for  relief.  This  abandonment  may  occur 
with  respect  to  any  of  the  changes  in  the  character  of  the  business  included 
within  section  722(b)(4).  In  the  case  of  a  change  based  upon  the  acquisition 
of  facilities,  abandonment  will  be  deemed  to  have  occurred  if  the  taxpayer 
disposes  of  the  new  facilities  without  replacing  them  with  other  assets  which 
produce  income  for  excess  profits  tax  purposes.  In  all  these  instances,  the  tax- 
payer will  be  considered  to  have  reverted  to  its  former  character  and  the 
conditions  which  warranted  relief  in  earlier  years  will  no  longer  exist. 

-<^  should  be  remembered  that  the  taxpayer  is  required  to  establish  its 
right  to  relief  for  each  excess  profits  tax  taxable  year.  Its  relief  is  based  upon 
"a  comparison  of  normal  earnings  and  earnings  during  an  excess  profits  tax 
period."  Implicit  in  this  comparison  is  the  idea  that  the  normal  operating  con- 
ditions, upon  which  relief  is  based,  and  the  operating  conditions  during  the 
excess  profits  tax  period  must  be  comparable.  If  in  some  excess  profits  tax 
taxable  year  the  taxpayer  has  reverted  to  its  earlier  character,  normal  operat- 
ing conditions  for  it  must  be  based  on  that  earlier  character.  Its  actual  average 
base  period  net  income  would  therefore  not  be  an  inadequate  standard  of 
normal  earnings  for  that  year,  and  it  would  not  be  entitled  to  relief^ 

^  To  illustrate,  assume  that  the  taxpayer  operated  one  mill  during  the  base 
period  until  January  1,  1938  when  it  purchased  a  second  mill,  thereby  doubling 
its  capacity.  For  1940  and  1941  it  establishes  a  constructive  average  base 
period  net  income  based  on  its  increased  capacity.  On  December  31,  1941  it 
sells  the  second  mill,  distributing  the  proceeds  of  sale  as  a  taxable  dividend  to 
its  stockholders.  Its  normal  operating  conditions  have  reverted  to  the  char- 
acter existing  prior  to  the  acquisition  of  the  second  mill.  The  taxpayer  is 
therefore  no  longer  entitled  to  relief  for  1942  under  the  provisions  of  section 
722(b)(4). 

The  failure  of  the  taxpayer  to  qualify  for  relief  is  based  upon  its  inability 
to  establish  the  inadequacy  of  base  period  income  as  a  standard  of  normal 
earnings.  The  establishment  of  such  an  inadequacy  is  a  prerequisite  to  the 
right  of  a  taxpayer  to  a  reconstruction  of  such  base  period  income.  Accord- 
ingly, the  prohibition  contained  in  section  722(a)  against  regarding  post-1939 
events  in  the  course  of  the  actual  reconstruction  of  base  period  income  is  not 
involved. 

In  cases  which  do  not  involve  abandonment  or  disposition  of  assets,  war 
induced  changes  in  operations,  production,  or  management  are  not  to  be  con- 
strued as  the  abandonment  of  the  character  of  the  business  which  has  been 
previously  established  and  on  the  basis  of  which  relief  was  allowed. 

The  principles  discussed  under  this  heading  have  no  application  to  cases 
arising  under  section  722(b)  (1),  (2),  or  (3).    In  the  section  722(b)  (1)  and  (2). 
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cases,  the  repetition  during  the  excess  profits  tax  taxable  year  of  the  abnormal 
event  or  circumstance,  the  occurrence  of  which  during  the  base  period  was 
the  reason  for  relief,  will  not  affect  the  constructive  average  base  period  net 
income  to  be  used  for  such  year.  The  determination  of  whether  the  taxpayer 
is  entitled  to  relief  and  the  amount  of  the  constructive  average  base  period 
net  income  will  take  into  consideration  the  abnormality  of  the  event  or  cir- 
cumstances which  occurred  during  the  base  period,  including  the  frequency 
of  its  occurrence.  If  an  event  or  circumstance  is  determined  to  be  unusual 
and  peculiar  so  that  relief  is  necessitated,  the  fact  that  a  similar  abnormal 
event  or  circumstance  exists  during  an  excess  profits  tax  taxable  year  does 
not  make  the  previous  event  or  circumstance  any  less  unusual,  nor  does  it 
have  the  effect  of  changing  the  normal  operating  conditions  for  the  taxable 
year.  In  the  section  722(b)(3)(A)  case  there  is  no  change  in  the  business  of 
the  taxpayer  that  might  give  rise  to  abandonment.  The  continuation  into 
an  excess  profits  tax  taxable  year  of  a  cyclical  depression  will  not  affect  the 
credit  for  that  year  based  upon  a  constructive  average  base  period  net  income 
determined  under  section  722(b)(3)(A)  because  any  unused  credit  for  such 
year  should  be  balanced  against  higher  earnings  in  a  later  year  when  the 
business  cycle,  in  the  absence  of  abnormal  conditions,  would  have  carried  the 
taxpayer's  earnings  above  their  average  level.  The  credit  is  determined  for 
all  excess  profits  tax  taxable  years  based  on  normal  income.  Similar  considera- 
tions lead  to  the  same  conclusion  for  cases  under  section  722(b)(3)(B). 
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Part  VI 

OTHER  FACTORS  AFFECTING  THE  BUSINESS  AND 
RESULTING  IN  AN  INADEQUATE  STANDARD  OF 

NORMAL  EARNINGS 


Table  of  Contents 


Paragraph  p^^^ 

(A)  General  rule  12^ 

(B)  Principles,  conditions  and  limitations 127 

(C)  Abnormally  large  deductions 123 

(D)  Accounting  methods 128 

(E)  Qualifying  cases 129 


Lazf.— Section  722(b)(5). 

Regulations.— Section  35. 7 22-3 ie). 

(A)    General  rule. 

In  order  for  a  taxpayer  to  obtain  relief  through  the  provisions  of  section 
722(b)(5)  it  must  be  entitled  to  use  the  excess  profits  credit  based  on  income 
and  it  must  establish — 

(1)  That  some  factor,  other  than  those  enumerated  in  section  722(b)  (1), 
(2),  (3)  or  (4),  affected  its  business;  and 

(2)  That  because  of  such  factor  its  actual  average  base  period  net 
income  is  an  inadequate  standard  of  normal  earnings ;  and 

(3)  That  relief  vi^ould  not  be  inconsistent  v^^ith  the  principles  under- 
lying subsection  (b)  of  section  722  and  v^ith  the  conditions  and  limitations 
enumerated  in  that  subsection ;  and 

(4)  The  fair  and  just  amount  representing  normal  earnings  to  be 
used  as  a  constructive  average  base  period  net  income. 

This  section  vi^as  intended  by  Congress  to  afford  relief  in  meritorious 
cases  in  which  the  inadequacy  in  the  taxpayer's  income  was  caused  by  some 
factor  other  than  those  elsewhere  enumerated.  The  coverage  of  section 
722(b)(1),  (2),  (3),  and  (4)  is  so  broad  in  the  types  and  kinds  of  factors  given 
consideration  thereunder  that  only  rarely  will  a  factor  be  found  which  caused 
a  clear  inadequacy  in  base  period  net  income  and  which  does  not  come  within 
the  scope  of  one  of  those  paragraphs. 

Section  722(b)(5)  has  been  interpreted  by  some  taxpayers  as  being  a 
universal  "catch-all"  provision.  They  assume  that  if  they  cannot  qualify  under 
any  other  paragraph  of  section  722(b),  then  section  722(b)  (5)  must  necessarily 
apply.  This  assumption  is  not  valid.  Furthermore,  a  factor  which  is  excluded 
from  section  722(b)(1),  (2),  (3),  or  (4)  by  a  condition  or  limitation  thereunder 
[cannot]  be  a  ground  for  relief  under  section  722(b)(5).  Section  722(b)(5)  is 
limited  by  its  terms  to  "any  other  factors  *  *  *,"  and  lays  down  the  rule  that 
any  relief  thereunder  should  not  be  inconsistent  with  the  principles,  conditions 
and  limitations  of  section  722(b). 
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(B)    Principles,  conditions  and  limitations. 

The  basic  principles  underlying  section  722(b)  have  been  expressed  in  the 
introduction  to  this  Bulletin  and  in  the  specific  discussions  of  section  722(b)  (1), 
(2),  (3)  and  (4).  The  following  paragraphs  discuss  limitations  contained  in 
those  paragraphs  which  apply  with  equal  force  to  section  722(b)(5). 

1.  The  event  or  condition  must  occur  or  exist  during  or  immediately  prior  to 
the  base  period. 

A  fundamental  limitation  applicable  to  section  722(b)  generally  is  that  the 
event  or  condition  causing  the  inadequacy  in  the  actual  average  base  period 
net  income  must  have  occurred  during  or  immediately  prior  to  the  base  period. 
An  event  occurring  after  the  end  of  the  base  period,  or  not  immediately  prior 
to  the  base  period,  which  is  barred  by  this  limitation,  cannot  be  allowed  as  a 
qualifying  factor  under  section  722(b)(5). 

To  illustrate,  assume  that  the  taxpayer  operated  a  newspaper  and  a  radio 
station  throughout  the  base  period.  The  newspaper  sustained  losses  for  each 
base  period  year,  while  the  radio  station  showed  substantial  profits.  In  Janu- 
ary 1941  the  taxpayer  discontinued  its  newspaper  business.  For  the  year  1941, 
it  filed  a  claim  for  relief  under  section  722(b)(5),  alleging  that  the  discon- 
tinuance of  the  newspaper  is  a  factor  affecting  its  business,  which  renders  its 
actual  average  base  period  net  income  an  inadequate  standard  of  normal 
earnings.  It  contends  that  it  is  not  fair  and  just  to  compare  radio  station 
earnings,  reduced  by  newspaper  losses  during  the  base  period,  with  radio 
station  profits  alone  during  the  year  1941.  It  asks  to  have  the  newspaper 
losses  eliminated  from  its  base  period  experience. 

This  is  not  a  valid  claim  under  section  722(b)  (5).  If  the  change  had  been 
made  during  the  base  period  and  prior  to  January  1,  1940,  the  taxpayer  would 
have  had  a  valid  claim  under  section  722(b)(4),  resulting  from  a  change  in  the 
character  of  the  business.  Since  the  change  made  in  January  1941  is  barred 
under  section  722(b)(4),  because  it  did  not  occur  during  or  immediately  prior 
to  the  base  period,  it  is  likewise  barred  under  section  722(b)(5). 

2.  The  two-year  push-back  rule  cannot  be  expanded  under  section  722(b)(5). 

A  specific  limitation  contained  in  section  722(b)(4)  relating  to  the  push- 
back  rule  should  be  noted.  This  rule  provides  for  an  extended  period  of  two 
years  during  which  developmental  growth  may  be  considered  in  arriving  at  a* 
normal  level  of  earnings.  Section  722(b)(4)  limits  the  taxpayer  to  two  years' 
additional  growth.  For  example,  a  taxpayer  which  requires  an  additional 
period  of  three  years  to  reach  its  full  level  of  earnings  cannot  secure  the  addi- 
tional year  of  growth  under  section  722(b)(4)  because  of  the  limitation  under 
that  section.  It  would  be  inconsistenf  with  such  limitation  to  permit  the 
additional  year  of  growth  under  section  722(b)(5). 

3.  The  commitment  rule  is  limited  to  changes  in  capacity  for  production  or 
operation. 

Another  specific  limitation  is  found  in  the  commitment  rule  stated  in  sec- 
tion 722(b)(4).  Changes  in  capacity  for  production  or  operation  to  which 
the  taxpayer  was  committed  prior  to  January  1,  1940  are  recognized  even 
though  the  changes  were  actually  consummated  after  December  31,  1939. 
Commitments  to  make  other  kinds  of  changes  in  the  character  of  the  business 
are  not  recognized  under  section  722(b)(4).  Recognition  of  commitments  for 
such  other  changes  cannot  be  obtained  under  section  722(b)  (5). 
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To  illustrate,  the  following  commitments  to  change  the  character  of  the 
busmess  may  not  be  recognized  under  section  722(b)(5)  : 

(a)  A  contract  was  made  in  December,  1939,  to  secure  the  services 
of  a  particularly  efficient  and  successful  manager  formerly  employed  by  a 
competitor.  The  new  manager  started  in  March,  1940,  and  was  responsible 
for  drastic  changes  in  the  operation  of  the  plant,  creating  a  higher  level 
of  earnings  thereafter. 

(b)  A  corporation,  financed  during  the  base  period  chiefly  by  bonds, 
negotiated  in  1939  with  a  banking  syndicate  to  float  an  issue  of  preferred 
stock  to  pay  off  the  bonds.  It  was  definitely  committed  to  the  transaction 
on  December  31,  1939  but  the  transaction  was  not  consummated  until 
May  1,  1940.  It  contends  for  an  elimination  of  the  deduction  for  interest 
on  its  bonds  during  the  base  period. 

(c)  A  corporation  experimented  during  the  base  period  with  a  new 
product  which  could  be  manufactured  with  equipment  it  was  then  using 
for  other  products.  The  new  product  was  not  manufactured  commercially 
during  the  base  period.  In  December,  1939  it  entered  into  a  contract  to 
deliver  large  amounts  of  the  new  product  in  1940  and  1941. 

(C)    Abnormally  large  deductions. 

/^Certain  cases  alleged  to.  be  admissible  under  section  722(b)(5)  involve 
abnormally  large  base  period  deductions.  Abnormally  large  deductions  alone 
do  not  form  the  basis  for  a  claim  under  section  722(b)(5).  -Such  deductions, 
however,  may  have  been  caused  by  some  situation  which  otherwise  qualifies 
the  taxpayer  for  relief  under  section  722,  and  in  the  construction  of  normal 
earnings  the  deductions  may  be  adjusted  or  eliminated.  The  point  to  be 
emphasized  is  that  the  abnormal  deductions  are  not  the  qualifying  factor,  but 
merely  the  result  of  certain  other  factors  which  may  or  may  not  qualify  the 
taxpayer  for  relief. 

To  illustrate,  assume  that  the  taxpayer  operates  an  apartment  house. 
During  the  year  1938,  the  high  price  of  fuel  due  to  a  strike  in  the  coal  industry, 
together  with  a  very  severe  winter,  caused  the  taxpayer's  deduction  for  fuel 
costs  to  be  abnormally  large.  It  claimed  and  was  allowed  an  adjustment  for 
an  abnormal  deduction  with  respect  to  this  item  under  section  711(b)(l)(J) 
^and  (K)  in  computing  its  actual  average  base  period  net  income.  It  now 
claims  that  the  deductions  are  a  factor  affecting  its  business,  and  that  it  is 
entitled  to  further  relief  under  section  722(b)(5).  If  the  combination  of  a 
severe  winter  and  high  fuel  prices  is  sufficient  to  constitute  an  unusual  and 
temporary  economic  circumstance  depressing  its  business,  the  taxpayer  is 
entitled  to  relief  under  section  722(b)  (2).  If,  on  the  other  hand,  an  investiga- 
tion of  all  the  surrounding  facts  indicates  that  the  fluctuations  in  fuel  costs 
and  the  weather  conditions  which  were  encountered  did  not  exceed  the  usual 
hazards  of  the  business,  so  that  the  taxpayer  cannot  qualify  under  section 
722(b)(2),  the  deductions  cannot  qualify  it  under  section  722(b)(5). 

(D)    Accounting  methods. 

The  taxable  net  income  of  a  taxpayer  is  determined  in  accordance  with 
the  method  of  accounting  employed  by  it  in  keeping  its  books  and  in  accord- 
ance with  statutory  provisions  supplemented  by  regulations  and  court  deci- 
sions interpreting  such  provisions.  Such  taxable  net  income  is  the  basis  for 
determining  excess  profits  net  income  for  each  base  period  year  which  in  turn 
forms  the  basis  for  the  excess  profits  credit  based  on  income.    The  method  of 
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accounting  employed  in  the  determination  of  taxable  net  income,  such  as  the 
cash  or  accrual  method,  is  not  a  factor  affecting  the  taxpayer's  business  which 
may  reasonably  be  considered  as  resulting  in  an  inadequate  standard  of  normal 
earnings.  Such  accounting  methods  do  not  affect  the  operation  of  a  business. 
They  are  merely  devices  for  recording  the  dollar  results  of  completed  trans- 
actions in  order  that  periodic  statements  of  the  financial  condition  and  progress 
of  the  business  may  be  prepared.  It  is  therefore  the  transactions  themselves 
and  not  methods  of  accounting  for  such  transactions  which  constitute  the 
factors  to  be  considered  in  determining  whether  or  not  an  inadequate  standard 
of  normal  earnings  has  resulted. 

"^he  use  of  a  method  of  accounting  by  the  taxpayer  and  its  acceptance  by 
the  Commissioner  may  be  taken  to  indicate  that  it  clearly  reflects  its  taxable 
income  for  a  particular  period.  The  mere  fact  that  under  some  other  method 
the  taxpayer's  income  during  the  base  period  would  have  been  different  is  not 
a  basis  for  relief  under  section  722./  To  illustrate,  suppose  that  the  taxpayer 
has  used  the  cash  basis  of  reporting  its  income  throughout  its  entire  existence. 
The  fact  that  its  average  base  period  net  income  would  have  been  larger  had 
it  used  the  accrual  method  of  accounting  during  the  base  period  does  not 
demonstrate  that  its  actual  average  base  period  net  income  is  an  inadequate 
standard  of  normal  earnings. 

Similarly,  a  change  in  accounting  method  is  not,  in  itself,  a  factor  affecting 
the  taxpayer's  business  within  the  meaning  of  section  722(b)  (5).  To  illustrate, 
assume  the  taxpayer  was  on  the  cash  basis  of  reporting  its  income  until  Janu- 
ary 1,  1937,  when  it  changed  to  the  accrual  basis.  Assume  further  that  if  it 
had  reported  its  income  for  1936  on  the  accrual  basis,  its  actual  average  base 
period  net  income  would  have  been  greater,  chiefly  because  of  certain  expenses 
paid  in  1936,  but  which  accrued  in  1935.  The  change  is  not  a  factor  affecting 
the  taxpayer's  business  within  the  meaning  of  section  722(b)(5),  but  merely 
changes  the  method  of  reporting  its  income.  Such  changes  in  accounting 
methods  do  not  qualify  for  relief  under  this  section. 

(E)     Qualifying  cases. 

The  foregoing  statement  of  cases  w^hich  do  not  qualify  under  section 
722(b)(5)  is  not  to  be  taken  as  an  expression  of  a  policy  that  no  cases  will  be 
held  by  the  Bureau  to  meet  the  requirements  under  that  section.  In  the  light 
of  the  limited  experience  of  the  Bureau  with  situations  allegedly  involving 
the  application  of  section  722(b)(5),  however,  it  is  not  believed  possible  at 
this  time  to  undertake  to  illustrate  hypothetical  qualifying  cases. 
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^w.— Section  722(c). 
Regulations. —Section  35722-4. 
(A)    General  rule. 

T^-?/"^?  ^''^^''  ^^\^  taxpayer  to  obtain  relief  under  the  provisions  of  section 
/zz(c)  It  must  be  entitled  to  use  only  the  excess  profits  credit  based  on 
invested  capital  and  must  establish— 

/ox  ^P  ^^^^  ^^^  ^^^  business  is  of  a  class  described  in  paragraphs  (1)  or 
(2)  of  section  722(c)  or  (B)  its  invested  capital  is  abnormally  low  as 
provided  by  section  722(c)(3)  ;  and 

(2)  That  because  the  business  is  of  such  a  class,  or  because  the 
invested  capital  is  abnormally  low,  its  actual  excess  profits  credit  based 
on  invested  capital  is  an  inadequate  standard  of  normal  earnings;  and 

(3)  The  fair  and  just  amount  representing  normal  earnings  to  be 
used  as  a  constructive  average  base  period  net  income. 

^  Corporations  which  are  limited  to  the  use  of  an  excess  profits  credit  based 
on  invested  capital,  and  accordingly  the  only  taxpayers  to  which  section  722(c) 
is  applicable,  are  ^  ^ 

loU   ^,^."1^^^^^  corporations  coming  into  existence  after  December 
61,  1939,  which  are  not  acquiring  corporations  under  section  740(a). 

(2)    Foreign  corporations  required  to  use  an  excess  profits  credit 

based  on  invested  capital  under  the  provisions  of  section  712(b). 

Section  722(c)  is  intended  to  afford  relief  to  certain  of  these  corporations 

by  applying  the  same  standard  applicable  to  corporations  entitled  to  use  an 

excess  profits  credit  based  on  income  under  section  713,  i.  e.,  a  fair  and  just 

amount  representing  normal  earnings. 

Each  of  the  committee  reports  on  this  section  contains  the  following- 
statement  :  ** 

"Under  existing  law,  a  taxpayer  not  entitled  to  use  the  excess  profits  credit 
based  on  mcome  is  not  entitled  to  relief.  This  places  in  a  disadvantageous  com- 
petitive position  corporations  commencing  business  after  January  1,  1940  as  well 
as  other  corporations  deprived  of  such  credit,  if  the  business  is  of  a  type  showing 
a  high  return  on  invested  capital,  or  if,  for  some  reason  peculiar  to  the  corporation 
the  invested  capital  is  unusually  low.  The  privilege  of  using  the  excess  profits 
credit  based  on  income  is  therefore  extended  to  a  taxpayer  presently  not  entitled 
to  use  such  credit,  if  the  excess  profits  credit  based  upon  the  invested  capital  of 
such  taxpayer  furnishes  an  inadequate  standard  for  the  computation  of  excess 
profits  because  of  one  or  more  of  the  following  reasons:  *  *  *." 
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The  right  to  use  a  constructive  average  base  period  net  income  is  limited 
to  those  cases  in  which — 

(1)  the  business  of  the  taxpayer  is  of  a  class  in  which  intangible 
assets  not  includible  in  invested  capital  under  section  718  make  important 
contributions  to  income; 

(2)  the  business  of  the  taxpayer  is  of  a  class  in  which  capital  is  not 
an  important  income-producing  factor ;  or 

(3)  the  invested  capital  of  the  taxpayer  is  abnormally  low. 

There  is  an  essential  difference  between  cases  under  section  722(c)(1)  or 
(2)  and  cases  under  section  722(c)(3).  Under  section  722(c)(1)  or  (2)  the 
inadequacy  of  the  excess  profits  credit  based  on  invested  capital  is  caused  by 
the  nature  of  the  taxpayer's  business.  Under  section  722(c)  (3)  the  inadequacy 
is  caused  by  some  peculiar  condition  existing  in  the  case  of  the  particular 
taxpayer. 

The  term  "invested  capital"  as  used  in  section  722(c)  means  the  invested 
capital  as  determined  for  excess  profits  tax  purposes.  Section  715  defines 
"invested  capital"  as  follows: 

"For  the  purposes  of  this  subchapter  the  invested  capital  for  any  taxable  year 
shall  be  the  average  invested  capital  for  such  year,  determined  under  section  716, 
reduced  by  an  amount  computed  under  section  720  (relating  to  inadmissible  assets) 
*    *    *."    (Italics  supplied.) 

Section  716  defines  "average  invested  capital"  as  follows : 

"The  average  invested  capital  for  any  taxable  year  shall  be  the  aggregate  of 
the  daily  invested  capital  for  each  day  of  such  taxable  year  *   *  *." 

Section  717  defines  "daily  invested  capital"  as  follows: 

"The  daily  invested  capital  for  any  day  of  the  taxable  year  shall  be  the  sum  of 
the  equity  invested  capital  for  such  day  plus  the  borrowed  invested  capital  for 
such  day  determined  under  section  719   *   *    *.** 

Section  719(b)  defines  the  term  "borrowed  invested  capital"  as  follows: 

"The  borrowed  invested  capital  for  any  day  of  any  taxable  year  shall  be 
determined  as  of  the  beginning  of  such  day  and  shall  be  an  amount  equal  to 
50  per  centum  of  the  borrowed  capital  for  such  day." 

These  definitions  clearly  indicate  that  both  equity  invested  capital  and 
borrowed  invested  capital,  properly  adjusted  for  inadmissible  assets,  are  within 
the  meaning  of  the  term  "invested  capital"  as  used  in  section  722(c).  Line  36 
of  Form  1121  for  the  calendar  year  1943  is  the  result  of  the  statutory  computa- 
tion of  invested  capital  and  therefore  represents  invested  capital  for  the 
purpose  of  section  722(c). 

(B)  Business  of  a  class  in  which  intangible  assets  make  important  con- 
tributions to  income. 

Section  722(c)  (1)  deals  with  corporations  of  a  class  which  normally  realize 
earnings  in  excess  of  the  rate  of  return  on  invested  capital  fixed  by  section*714 
because  the  nature  of  their  business  is  such  that  intangible  assets  not  includible 
in  invested  capital  are  largely  responsible  for  their  earning  power. 

The  mere  ownership  of  some  intangible  asset  is  not  sufficient  to  satisfy 
the  requirement  of  this  paragraph.  It  must  be  shown  that  in  the  kind  of  busi- 
ness in  which  the  taxpayer  is  engaged  it  is  usual  and  necessary  to  have  this 
type  of  intangible  asset.  Furthermore,  it  must  be  shown  that  the  normal  earn- 
ings for  this  kind  of  business  are  substantially  greater  than  the  rate  of  return 
allowed  under  section  714  and  that  such  earnings  are  directly  attributable  to 
the  intangible  asset. 
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718"^  ?u^  intangible  assets  not  includible  in  invested  capital  under  section 
detlnnti  K  "^.iT  !''''  '"  ^^^  "^'"'^  °/  *^^  taxpayer's  business  are  customarily 
^n  .i=£c  -^  the  taxpayer  or  a  predecessor.  This  is  true  for  the  reason  that 
bL,u1f  th^^  h"^  K^  °'  otherwise,  are,  as  a  technical  matter,  includible  at  their 
,il!  they  have  been  paid  in  within  the  meaning  of  section  718(a).  Thus  an 
asset  could  be  said  to  be  includible  even  though  its  basis  is  zero  or  it  was 

int^tZt  I'l  .°  "  f  ?''f  7^'"^  'y^'^  ^^'"'"^^'y  '"^'"'l^d.  The  fact  that  an 
r^n1?v^  ti  K  K  "  "  n  T'^'^'t  '"  '"tested  capital  may  cause  the  invested 
7??^M  A^  be  abnormally  low  and  thus  provide  grounds  for  relief  under  section 

7?7^^     i(-    .u  .^1^^"*'^'  "?*V^  °^  ^^^  intangible  assets  described  in  section 
/z/(c)(l)  ,s  that  because  of  the  character  and  type  of  the  taxpayer's  business 
he  intangible  assets  are  not  acquired  through  channels  which  would  enable 
their  true  value  to  be  reflected  in  invested  capital. 

W.  .^l?^"""! "*'^'  !i-uf  *?"^.'"e«s  °f  the  taxpayer  is  of  a  class  in  which  intangi- 
.Ij-u!-  "ot '"c'udible  in  invested  capital  under  section  718  make  important 
contributions  to  income"  only  when  the  taxpayer  establishes— 

(1)  Ownership  of  an  intangible  asset  which  was  developed  by  it  or 
Its  predecessor;  and 

(2)  That  such  intangible  asset  is  usual  and  necessary  for  the  kind 
ot  business  in  which  it  is  engaged ;  and 

(3)  That  such  kind  of  business  normally  has  an  earning  power  sub- 
stantially in  excess  of  8  percent  of  invested  capital :  and 

(4)  That  such  earning  power  is  directly  attributable  to  the  intangible 

These  principles  may  be  illustrated  as  follows: 

Section  35.722-4(a)  of  the  regulations  gives  the  example  of  Corporation  M 

t^t '^  r'^Tu^^l,^""'"^'.'  ^"  ^^'^^'  ^^^  business  was  of  a  class  which  necessi- 
tated the  establishment  of  contacts  with  the  trade  in  which  it  would  obtain 

wnnM  ""r"'  J  •?  ^^"tacts  represent  an  intangible  asset  in  its  business  and 
rn?rLr  "^*,,  ^^^»"^"^y  be  includible  in  invested  capital,  since  the  costs  of 
operating  the  business  while  customer  contacts  were  being  developed  would 
be  ordinary  and  necessary  business  expenses  which  would  not  be  capitalized 
Corporation  N  in  1940  purchased  for  cash  the  assets  of  another  corporation 
engaged  in  a  business  in  which  a  trade  name  was  an  important  income-pro- 
ducing factor.  Corporation  N  paid  a  fair  value  for  the  trade  name,  and  it  is 
reflected  in  its  invested  capitaL  Consequently,  the  N  Corporation  is  not 
entitled  to  relief  under  section  722(c)(1). 

Suppose,  however,  that  Corporation  X  had  acquired  the  assets  in  a  non- 
taxable exchange  for  its  stock,  and  that  the  trade  name  developed  bv  the 
predecessor  had  no  cost  basis.  The  N  Corporation  would  then  qualify  under 
section  722(c)(1),  not  because  the  asset  has  no  basis,  but  because  it  is  usual 
and  ordinary  in  its  ine  of  business  to  earn  a  high  rate  of  return  on  invested 
capital  because  of  the  presence  of  a  trade  name  which  is  not  reflected  in  its 
invested  capital. 

Certain  intangible  assets  may  be  depreciable  and  accordingly  their  cost 
or  other  basis  fully  written  off  by  charges  against  earnings.  Where  such 
assets  were  paid  in  for  stock  they  are  included  in  invested  capital  but  such 
mclusion  is  offset  by  the  equivalent  reduction  of  accumulated  earnings  It 
might  appear  that  the  intangible  assets,  by  reason  of  this  situation,  are  not 
included  in  invested  capital.  This  interpretation  is  incorrect  because  the 
amortization  of  such  assets  is  an  offset  against  the  earnings  derived  from  such 
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intangible  assets.  The  amortization  of  the  assets  is  similar  to  a  realization 
of  their  value  by  sale.  Property  paid  in  for  stock  is  includible  in  invested 
capital  even  though  it  has  been  sold  or  otherwise  disposed  of.  See  section 
35.718-1  of  Regulations  112 

Consequently  in  those  cases  where  intangible  assets  have  been  written 
down  there  has  been  a  transfer  from  asset  value  to  earnings.  The  original 
cost  or  other  basis  of  the  assets  remains  in  invested  capital  as  property  paid 
in  for  stock,  and  the  excess  of  the  earnings  realized  by  reason  of  the  possession 
of  such  assets  over  the  amortization  thereof  is  included  in  invested  capital  in 
the  accumulated  earnings  and  profits.  Thus,  it  cannot  be  said  that  the  intan- 
gible assets  which  have  been  converted  into  earnings  are  not  included  in 
invested  capital.  Such  situations  therefore  do  not  qualify  a  taxpayer  for  relief 
under  section  722(c)(1). 

Some  of  the  types  of  intangible  assets  which  may  form  the  basis  for  relief 
under  this  paragraph  if  they  are  developed  by  the  taxpayer  or  a  predecessor  are : 

(1)  Patents  and  Copyrights. 

These  are  grants  by  Government  of  exclusive  rights  of  production  and 
sale.  Closely  related  are  secret  formulas  and  processes  which,  while  not  pat- 
ented, give  the  taxpayer  some  advantage  over  its  competitors,  and  result  in 
higher  earnings.  These  intangible  assets  usually  relate  to  production,  although 
they  may  relate  to  selling  or  distribution. 

(2)  Trade-Marks,  Brands  and  Trade  Names. 

These  also  are  grants  of  exclusive  rights  by  Government  to  the  use  of 
certain  labels  or  names  as  designations  of  particular  products.  Such  intangible 
assets  result  in  higher  profits  because  of  advantages  in  selling  and  distribution 
and  are  usually  associated  with  advertising.  Closely  related  are  subscription 
lists  and  trade  and  customer  contacts. 

(3)  Franchise  and  Licenses. 

These  are  grants  of  exclusive  rights  to  do  a  certain  kind  of  business  in  a 
given  locality.  They  may  be  granted  by  Government,  as  in  the  case  of  transit 
companies  and  radio  broadcasting  stations,  or  by  private  corporations,  as  in 
the  case  of  a  license  to  sell  a  certain  product  in  a  given  territory.  In  these 
cases  care  should  be  exercised  that  increased  earnings  are  shown  to  be  attribut- 
able to  the  ownership  of  the  intangible  asset. 

(4)  Goodwill. 

The  term  "goodwill"  generally  means  the  value  of  the  enterprise  as  a 
"going  concern".  This  term  has  been  used  to  include  some  of  the  above  in- 
tangible assets. 

(C)    Business  of  a  class  in  which  capital  is  not  an  important  income-  ' 
producing  factor. 

Section  722(c)(2)  deals  with  those  corporations  in  which  capital  is  not 
important  as  an  income-producing  factor.  These  corporations  are  generally 
those  which  render  services  and  which  cannot  qualify  as  personal  service 
corporations  under  section  725.  The  rules  set  forth  in  section  35.725-2 (e)  of 
Regulations  112  for  determining  whether  capital  is  a  material  income-produc- 
ing factor  should  also  be  applied  under  section  722(c)(2). 
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(D)    Abnormally  low  invested  capital. 

is  abnorma"li?fiw^^Fi*''^I*'^''  "''-^^  for  those  cases  in  which  invested  capital 

his  n™inh  J;  /      '^^  "'"''"'"^  °^  '"^"*^^  "P"^'  f"^  the  purposes  of 

m^Ivrw"  indir.f.  /l!^"'.r"  ^*  paragraph  (A)  above.     The  words  "abnor- 

•m  the  taxn-.v.r  «  •         f  ,'^"^  T^'  ''"  P*""'""'  ^°'"«  identifiable  abnormality 
in  tne  taxpayer  s  invested  capital  structure. 

The  amount  of  the  taxpayer's  invested  capital  relative  to  its  onerations 

ft  m-fvr"^%''°?f  "°'  '"  i'f  f  "^'^''"^'^  that  it  is  abnormally  low   Thitrs 
It  may  be  perfectly  normal  for  concerns  in  the  taxpayer's  industry  to  onerite 

Starof  hTtrnl^  °'  •'"^"^'?,'  '^^P'*^"-    Likewise'th'e  fact  thalThe  inv'e'Ited 
capita   of  the  taxpayer  is  small  as  compared  with  that  of  similar  coroorations 
capitalized  under  pre-1940  conditions  does  not  necessarily  mean  that^the    ax 
payer  s  invested  capital  is  abnormally  low.    This  is  true^b^cause  the  amount 

Snerliriaree/or^or'to",^^^^^^^^^^  ?"T"  1^'^^"  ^°'"-^  °f  busiLsT  was 
generally  larger  prior  to  1940  than  in  the  subsequent  period      Conseauentlv 

only  those  corporations  whose  investment  was  fixed  unV  conditrnsTmS 
to  those  encountered  by  the  taxpayer  at  the  time  of  its  organization  wil  offer 
W  ^ecau^^e  of :'  ^^"^P^"-"'     ^he  invested  capital  ^may  be  ab::^rmally 

.rr^J^l    ^"/"^'^^^^^^  ^^^ital  which  as  a  whole  is  abnormally  low  in  dollar 
amount  relative  to  the  size  of  the  business  done ;  or  ^  »"  «o"ar 

..   '!V    "^  ^"b^t^"tial  maldistribution  of  capital  between  equity  invested 

ca^kal;'or  "'^  ''^^''^  "^"^  ''''''''  ^"  abnormally\w^nvested 

low  SL^edTaphah"  "'  '''  ''""'  ''^^""  "^"^^^"^  ^"  ^"  abnormally 

r..  ^I'^.u''^}  situation  is  usually  caused  by  some  favorable  condition  which 
permits  the  taxpayer  to  operate  with  an  invested  capital  which  is  abnormaHy 
low  in  relation  to  other  taxpayers  in  the  same  industiy  doing  the  same  restive 
volume  of  business,  as  where  the  taxpayer  leases  its  plant  a^nd  equipmen 

The  second  situation  may  be  illustrated  by  the  following  example-     As- 
sume an  industry  in  which  it  is  normal  for  the  capital  structure  t7be  made 

Tn'du^tTv  r  QX^'^t^'^r^  '"'  '7^^"^'  ''^'''''  ^  corporation  entered'ich 
of  onl7$25  0r  ^X^^'TT'"^  '^^''^^  ^  $1,000,000  and  an  equity  capital 
n.^?L.u  S"ch  ^^sortion  may  result  in  an  abnormally  low  invested 

capital  for  the  reason  that  the  taxpayer  would  have  a  statutorv  invested  caoita 
of  only  $525,000  (50  percent  of  $1,000,000  plus  $25,000).  While  normal  p^^^^^^ 

cC"  ofsX 7"soTso'^  '"'  '?^^?T'  ^^P^^^^  "'^"'^  have  resulted  inTntrd 
cap  a  o  I^12^m^^^^  ^"'"'"^  ?u  ^^''""^^^  '^^'"'^^  ^f  $512,500  plus  equitv 
XI      ;     .  .w  ^tl  ^^^^v^^'  the  tax  effect  of  this  distortion  is  modified 

wh  ch  Should  1  t'l'  '""K^-"'  '"'  ^'^  '^"^^^  "^  ^  '^'^'^  -^^^^^t  ^-d^'tion 
Startg?aph%)^^^^^^^       ^^^^""^  ^"  constructing  a  base  period  income. 

In  certain  cases  there  mav  be  a  combination  of  both  of  the  above  situ- 
ations which  might  result  in  the  invested  capital  being  abnormally  low 
c  K  !"  !"i''^-^^  coming  within  section  722(c)  (3)  there  must  be  pr'esent  some 
substantial  distortion  of  invested  capital  which  makes  the  credit^ovided  by 
IIZT  ^''"  inadequate  standard  for  determining  excess  profits.^  The  mere 
existence  of  a  variation  between  the  taxpayer's  invested  capital  and  the  in- 
vested capital  of  comparable  concerns  in  the  industrv  is  not  in  itself  a  ground 
for  relief.  There  must  be  a  substantial  departure  from  the  normal  of  usual 
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invested  capital  structure  for  the  industry,  and  the  taxpayer  must  demonstrate 
that  such  is  true  in  its  case  for  reasons  peculiar  to  itself. 

The  relationship  between  earning  ability  and  invested  capital  is  not  a 
controlling  factor  in  determining  whether  or  not  the  invested  capital  is  abnor- 
mally low.  A  high  earning  capacity  existing  after  December  31,  1939,  may 
be  due  to  the  war  economy.  The  presence  of  an  almost  unlimited  market  with 
a  restricted  source  of  supply  may  cause  a  corporation  to  have  a  high  rate  of 
inventory  turnover.  Such  a  situation  would  cause  an  increased  sales  volume 
disproportionate  to  the  usual  industry  average  inventory  balances.  For  ex- 
ample, assume  an  industry  in  which  the  average  rate  of  inventory  turnover  is 
four  times  a  year  and  the  invested  capital  is  in  proportion  to  the  size  of  the 
inventories.  A  corporation  is  organized  in  1941  and  because  of  the  war  econ- 
omy is  able  to  secure  sales  the  cost  of  which  was  $2,000,000.  This  volume 
of  sales  would  normally  require  an  inventory  of  $500,000  and  a  substantial 
invested  capital.  Because  of  a  high  inventory  turnover,  the  corporation  is  able 
to  operate  on  an  inventory  of  only  $250,000  and  a  resulting  smaller  invested 
capital.  In  such  a  situation  the  invested  capital  of  the  taxpayer  is  not  abnor- 
mally low.  The  present  operating  conditions  may  not  be  compared  with  those 
producing  the  prior  normal  earnings  of  the  industry  because  of  the  changed 
economic  factors  present  when  the  taxpayer  entered  the  competitive  field. 

Normal  variations  in  the  structure  of  invested  capital  from  the  average 
pattern  of  capitalization  followed  by  the  industry  do  not  give  rise  to  an  abnor- 
mality under  section  722(c)(3).  The  variation  must  be  substantial  in  that 
the  distortion  \clearly  results  in  an  inadequate  credit.  . 

(E)    Construction  of  average  base  period  net  income. 
In  general. 

Section  722(c)  provides  that  a  taxpayer  described  in  section  722(c)  (1), 
(2),  or  (3)  shall  be  considered  to  be  entitled  to  use  the  excess  profits  credit 
based  on  income,  using  the  constructive  average  base  period  net  income  deter- 
mined under  subsection  (a).  The  relief  afforded  a  taxpayer  under  section 
722(c),  therefore,  parallels  that  given  a  taxpayer  which  qualifies  under  section 
722(b),  the  relief  under  either  subsection  taking  the  form  of  a  constructive 
average  base  period  net  income.  Accordingly,  in  the  reconstruction  of  base 
period  earnings  for  a  section  722(c)  taxpayer  the  principles  applicable  to  the 
determination  of  a  constructive  average  base  period  net  income  for  taxpayers 
described  in  section  722(b)  will  govern. 

In  general,  the  problem  of  constructing  base  period  net  income  for  a  tax- 
payer which  commenced  business  after  1939  is  similar  to  that  which  is  met 
by  taxpayers  which  commenced  business  or  changed  the  character  of  their 
business  late  in  the  base  period.  In  both  cases  it  is  necessary  to  determine 
the  normal  operating  conditions  of  the  taxpayer  within  the  framework  of  the 
base  period.  Fo**  a  taxpayer  which  is  deemed  under  the  commitment  provi- 
sions to  have  changed  its  character  on  December  31,  1939  the  determination 
of  the  taxpayer's  normal  operating  conditions  will  require  a  complete  con- 
struction of  such  conditions  for  the  entire  base  period.  The  determination  of 
base  period  normal  operating  conditions  for  a  section  722(c)  taxpayer  requires 
a  similarly  extensive  construction  of  such  conditions. 

One  of  the  basic  principles  underlying  the  determination  of  normal  earn- 
ings in  the  section  722(b)  (4)  case  enables  a  taxpayer  which  was  in  its  develop- 
ment stage  during  the  base  period  to  establish  what  is  level  of  income  and 
operations  would   have   been   after   its   initial   development    difficulties   were 
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solved.  An  unlimited  period  for  development,  however,  was  not  permitted 
the  section  722(b)(4)  taxpayer.  This  period  was  limited  to  an  experience 
two  years  longer  than  that  actually  had  during  the  base  period. 

The  taxpayer  coming  within  section  722(c)  presents  essentially  the  same 
reconstruction  problems  as  do  the  section  722(b)(4)  taxpayers  and  the  iden- 
tical problems  as  the  commitment  taxpayer.  Uniform  and  equitable  application 
of  the  principles  of  reconstruction  requires  that  the  section  722(c)  taxpayer 
should  not  be  treated  in  a  more  favorable  or  in  a  less  favorable  manner  than 
the  section  722(b)(4)  taxpayer.  The  section  722(c)  taxpayer  should  not  be 
precluded  from  having  the  benefits  of  a  post-development  period,  nor  should 
it  have  the  benefits  of  a  development  period  longer  than  that  afforded  to  the 
section  722(b)(4)  taxpayer.  Accordingly,  in  determining  the  taxpayer's  nor- 
mal level  of  earnings  and  of  operations  as  of  December  31,  1939,  the  taxpayer 
will  be  assumed  to  have  commenced  business  on  December  31,  1937.  More- 
over, where  the  section  722(c)  taxpayer  is  a  member  of  an  industry  which, 
during  the  base  period,  was  depressed  because  of  unusual  and  temporary 
economic  events  or  was  cyclically  depressed,  or  which  has  sporadic  and  inter- 
mittent periods  of  high  earnings  the  principles  of  reconstruction  for  tax- 
payers coming  within  the  provisions  of  section  722(b)(2)  and  (3)  will  also 
be  applicable. 

In  view  of  the  stepped-up  tempo  of  business  activity  because  of  war  con- 
ditions subsequent  to  the  end  of  the  base  period,  corporations  commencing 
business  after  December  31.  1939,  would  generallv  pass  through  an  initial 
development  stage  more  rapidly  than  thev  would  have  done  if  they  had  com- 
menced business  during  or  shortly  prior  to  the  base  period.  For  example,  a 
corporation  commencing  business  in  January  1941,  even  in  an  industry  not 
producing  goods  for  direct  war  use,  might  attain  the  same  level  of  operations 
and  earnings  within  one  year  that  it  would  have  taken  two  years  or  more  to 
attain  if  it  had  commenced  business  well  within  the  base  period.  Therefore, 
no  significance  can  be  attached  to  the  actual  rate  of  development  or  earnings 
of  a  taxpayer  that  began  business  subsequent  to  the  end  of  the  base  period. 
Constructive  normal  earnings  can  never  be  based  on  post-1939  circumstances. 
The  constructive  normal  earnings  of  a  taxpayer  under  section  722(c)  are  the 
earnings  it  would  have  obtained  from  normal  operations  during  a  period  of 
normal  conditions  for  general  business.  The  third  and  fourth  paragraphs  of 
section  35.722-4(c)  of  Regulations  112  indicate  the  general  principles  which 
are  applicable  to  the  construction  of  average  base  period  net  income  in  sec- 
tion 722(c)  cases. 

In  those  instances  in  which  the  inadequacy  of  the  excess  profits  credit  is 
caused  by  a  disproportion  between  equity  capital  and  borrowed  capital,  a  pos- 
sible duplication  should  be  avoided  in  the  relief  to  be  allowed.  A  taxpayer 
having  an  abnormally  large  proportion  of  borrowed  capital  will  have  an  in- 
vested capital  which  is  abnormally  low  because  of  the  fact  that  only  50  percent 
of  the  borrowed  capital  is  includible  as  invested  capital.  If  the  taxpayer  uses 
the  excess  profits  credit  based  on  invested  capital,  its  excess  profits  net  income 
IS  computed  under  section  711(a)(2)  and  50  percent  of  the  deduction  for 
interest  on  its  borrowed  capital  is  eliminated.  If,  however,  it  established  its 
right  to  relief  under  section  722(c),  it  will  be  deemed  to  be  entitled  to  use 
the  excess  profits  credit  based  on  income,  and  any  relief  allowed  will  be  in  the 
forni  of  a  constructive  average  base  period  net  income.  Its  excess  profits 
net  income  will  therefore  be  computed  under  section  711(a)(1)  and  the  deduc- 
tion for  interest  on  borrowed  capital  will  be  allowed  in  full.  If  a  constructive 
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average  base  period  net  income  were  premised  on  a  capital  structure  with  a 
normal  proportion  of  borrowed  capital,  interest  would  be  deducted  in  such 
determination  only  on  the  normal  amount  of  borrowed  capital.  If  no  adjust- 
ment in  interest  is  made,  the  taxpayer  would  receive  a  double  benefit.  First, 
interest  on  the  abnormal  borrowed  capital  would  be  allowed  in  full  during 
the  excess  profits  tax  taxable  year  in  computing  excess  profits  net  income,  and 
second,  the  constructive  average  base  period  net  income  would  be  computed 
without  a  corresponding  deduction  for  interest. 

In  order  to  eliminate  this  duplication,  the  constructive  average  base  period 
net  income  otherwise  computed  must  be  reduced  by  the  amount  of  the  interest 
paid  or  accrued  on  that  part  of  the  borrowed  capital  which  caused  the  abnor- 
mally low  invested  capital.  This  may  be  illustrated  by  the  following  example^ 
which  for  the  purpose  of  illustrating  the  computation,  assumes  that  the  tax- 
payer is  a  member  of  an  industry  which  normally  operates  with  no  borrowed 
capital.  It  assumes  also  that  the  going  rate  of  interest  on  borrowings  in  the 
base  period  was  5  percent  for  the  taxpayer  involved.  If  the  rate  at  which  a 
particular  taxpayer  could  have  borrowed  during  the  base  period  varies  from 
the  rate  assumed,  the  reconstruction  of  base  period  net  income  would  in  such 
case  be  based  upon  such  other  rate. 

Illustration 

Data  for 
Taxpayer 

Capital  Structure 

Cash  paid  in  for  stock   $    100,000 

Total  borrowed  capital   I,40o!o00 

Total  capital $1,500,000 

Statutory  Invested  Capital 

Equity  invested   capital $    100,000 

50%  of  borrowed  capital 700,000 

Average  invested  capital $   8(X),000 

Constructive  average  base  period  net  income  without  deduction  for 
interest    $    150,000 

Excess  profits  net  income  before  interest  deduction $   200,000 

Interest  on  borrowed  capital  at  5% 70,000 

Elxcess  profits  net  income $    130,000 

Computation  of  Adjusted  Excess  Profits  Net  Income 
Without  interest  adjustment: 

Excess  profits  net  income $    130,000 

Less:  Specific  exemption  5  000 

Constructive  credit   (95%  of  $150,000) 142,500 

$    147,500 
Adjusted  excess  profits  net  income None 

The  zero  adjusted  excess  profits  net  income  results  because  of  the  dupli- 
cation caused  by  the  subtraction  of  the  $70,000  interest  deduction  in  the 
computation  of  excess  profits  net  income  for  the  taxable  year  without  a  corre- 
sponding deduction  for  interest  in  computing  the  constructive  average  base 
period  net  income.  The  proper  adjustment  to  eliminate  this  duplication  is 
as  follows: 
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Excess  profits  net  income $    130,000 

Less :  Specific  exemption  5,000 

*  Constructive  credit 76,^00 

$     81,000 
Adjusted  excess  profits  net  income $     49,000 

*  Constructive  average  base  period  net  income  without  interest  deduction      $    150,000 
Less:  Adjustment  for  interest  on  borrowed  capital 70,000 

Constructive  average  base  period  net  income  adjusted $     80,000 

Credit— 95%  $      76,000 

In  the  usual  case  in  which  the  taxpayer  is  a  member  of  an  industry  which 
normally  operates  with  some  borrowed  capital,  but  the  ratio  of  its  borrowed 
capital  to  its  total  capital  is  considerably  larger  than  such  industry  ratio,  the 
adjustment  to  the  constructive  average  base  period  net  income  will  be  limited 
to  the  interest  on  that  part  of  its  borrowed  capital  which  is  in  excess  of  the 
amount  representing  the  normal  ratio. 

Application  of  December  31,  1939  limitation  to  cases  under  section  722(c). 

Section  722(a)  provides  in  part  as  follows: 

"In  determining  such  constructive  average  base  period  net  income,  no  regard 
shall  be  had  to  events  or  conditions  affecting  the  taxpayer  *  *  *  except  that,  in 
the  cases  described  *  *  *  in  section  722(c),  regard  shall  be  had  to  *  *  ♦  the 
nature  of  the  taxpayer  and  the  character  of  its  business  under  section  722(c)  to 
the  extent  necessary  to  establish  the  normal  earnings  to  be  used  as  the  constructive 
average  base  period  net  income." 

Events  or  conditions  affecting  the  taxpayer  which  occurred  after  Decem- 
ber 31,  1939,  shall  be  taken  into  account  in  determining  normal  earnings  to  be 
used  as  a  constructive  average  base  period  net  income  only  to  the  extent 
necessary  to  establish  the  nature  of  the  taxpayer  and  the  character  of  its  busi- 
ness. Such  events  may  be  used  to  determine  the  kind  of  business,  its  capacity, 
the  nature  of  the  product,  methods  of  distribution,  and  the  scope  of  its  activi- 
ties. The  corporate  structure  and  the  type  of  capitalization  shall  also  be 
regarded.  The  actual  operations  of  the  taxpayer  after  December  31,  1939, 
including  selling  prices,  manufacturing  or  distribution  costs,  volume  of  sales, 
or  other  factors  which  may  be  affected,  directly  or  indirectly,  by  the  expanded 
ecoTiomy  shall  not  be  used  in  determining  the  constructive  average  base  i)criod 
net  income.  The  war  economy  creates  an  abnormal  picture  of  business  activity 
and  therefore  such  period  can  not  be  relied  upon  to  develop  normal  earnings. 

Capital  changes. 

As  pointed  out  above,  if  relief  is  allowed  under  section  722(c),  the  tax- 
payer will  be  deemed  to  be  entitled  to  use  an  excess  profits  credit  based  on 
income,  and  adjustments  to  excess  profits  net  income  will  be  made  under 
section  711(a)(1)  in  lieu  of  the  adjustments  provided  by  section  711(a)(2). 
Likewise,  adjustment  to  the  excess  profits  credit  for  capital  changes  after 
the  beginning  of  the  first  excess  profits  tax  taxable  year  will  be  computed 
in  the  manner  applicable  to  a  taxpayer  entitled  to  use  the  excess  profits  credit 
based  on  income  under  section  713. 

Sections  713(g)  and  743  provide  for  adjustments  to  the  excess  profits 
credit  on  account  of  capital  changes,  and  provide  generally  for  capital  addi- 
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tions  and  reductions  occurring  after  the  beginning  of  the  first  excess  profits 
tax  taxable  year  of  the  taxpayer.  The  last  sentence  of  section  722(c)  places 
a  restriction  on  this  general  rule  insofar  as  cases  falling  under  that  subsection 
are  concerned.     It  reads  as  follows: 

"For  the  purposes  of  section  713(g)  and  section  743,  the  beginning  of  the  tax- 
payer's first  taxable  year  under  this  subchapter  shall  be  considered  to  be  that 
date  after  which  capital  additions  and  capital  reductions  were  not  taken  into 
account  for  the  purposes  of  this  subsection." 

It  therefore  follows  that  no  adjustment  should  be  made  for  capital  addi- 
tions or  capital  reductions  occurring  during  the  period  which  is  used  in  deter- 
mining the  nature  and  character  of  the  taxpayer.  This  period,  which  is  not 
to  be  confused  with  the  two-year  push-back  period  under  section  722(b)(4), 
will  vary  with  the  circumstances  present  in  each  case  and  will  represent  the 
time  necessary  to  permit  the  corporation  to  reach  its  normal  capital  structure. 
It  includes  the  time  necessary  for  the  corporation  to  develop  its  nature  and 
character  as  originally  contemplated  at  the  time  it  came  into  existence.  The 
intention  of  the  incorporators  may  be  ascertained  from  an  examination  of 
the  minutes  of  the  corporation  and  other  pertinent  data.  The  reason  for  the 
issuance  of  new  stock  at  later  dates  should  be  ascertained  in  order  to  determine 
whether  the  new  capital  is  for  purposes  of  expansion  beyond  the  size  and  char- 
acter originally  contemplated  or  is  to  carry  out  the  originally  planned  develop- 
ment of  the  company. 

This  modification  of  the  rule  relating  to  capital  additions  may  be  illus- 
trated as  follows : 

Assume  that  a  corporation  began  business  in  January,  1941,  and  has 
established  the  fact  that  its  invested  capital  is  abnormally  low.  It  adopted 
the  calendar  year  as  its  taxable  year  and  at  the  end  of  1941  had  reached  a 
capital  structure  of  a  kind  and  size  originally  contemplated.  At  various  times 
during  the  year  1941  capital  additions  were  made  for  such  development.  In 
constructing  normal  earnings  such  capital  additions  are  taken  into  account  for 
the  purpose  of  determining  the  nature  of  the  taxpayer  and  the  character  of 
its  business,  and  are  disregarded  in  computing  the  adjustments  for  net  capital 
additions  or  reductions  under  section  713(g)  and  section  743. 

If  the  period  used  in  determining  the  nature  of  the  taxpayer  and  the  char- 
acter of  its  business  ends  on  an  interim  date  during  the  taxable  year,  such 
date  is  deemed  to  be  the  beginning  of  the  taxpayer's  first  taxable  year  for  the 
purpose  of  computing  capital  additions  and  reductions  under  sections  713(g) 
and  743.  This  does  not  change  the  taxpayer's  excess  profits  tax  taxable  year. 
It  only  establishes  the  date  after  which  capital  changes  (and  changes  in  ex- 
cluded capital)  are  to  be  taken  into  account.  For  example,  assume  a  calendar 
year  corporation  was  organized  January  15,  1941  and  the  period  of  time  nec- 
essary to  determine  its  nature  and  the  character  of  its  business  ended  on  July 
15,  1942;  thereafter,  on  October  1,  1942,  there  was  paid  in  additional  capital. 
For  the  purpose  of  computing  the  adjustment  for  net  capital  additions,  any 
addition  occurring  within  the  period  ending  July  15,  1942,  must  be  disregarded. 
Adjustment  will  be  made  only  for  capital  additions  occurring  after  July  15, 
1942,  and  will  be  effective  only  for  the  number  of  days  for  which  it  was  paid 
in  during  the  taxable  year.  In  this  example,  for  the  year  1942,  the  capital  paid 
in  on  October  1,  1942,  will  be  taken  into  account  to  the  extent  of  91/365. 
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Variable  credit  rule. 

Under  section  722(c)  the  nature  of  the  taxpayer  and  the  character  of  its 
business  may  in  some  cases  not  be  fully  developed  until  a  period  subsequent 
to  the  excess  profits  tax  taxable  year  for  which  the  credit  is  being  computed. 
Moreover,  the  constructive  average  base  period  net  income,  determined  under 
the  tv^o-year  push-back  rule  as  described  above,  may  in  some  cases  exceed  the 
level  of  earnings  v^hich  w^ould  normally  have  been  reached  by  the  taxpayer 
during  a  given  excess  profits  tax  taxable  year.  In  a  case  involving  either  or 
both  of  these  situations,  the  fair  and  just  amount  for  each  excess  profits  tax 
taxable  year  prior  to  the  constructive  attainment  of  the  full  level  of  normal 
earnings  will  be  an  amount  less  than  such  constructive  average  base  period 
net  income. 

To  illustrate  both  situations,  suppose  a  taxpayer  came  into  existence  and 
commenced  operations  at  the  beginning  of  1941,  and  reached  its  full  develop- 
ment with  respect  to  capital  structure  and  type  of  operations  by  the  beginning 
of  1942.  Suppose,  further,  that  under  norrnal  conditions  the  taxpayer  would 
have  reached  its  full  level  of  normal  earnings  two  years  after  attaining  its 
full  nature  and  character,  i.  e.,  by  the  end  of  1943.  Only  for  the  year  1944 
and  following  taxable  years  will  the  constructive  average  base  period  net 
income  established  under  the  push-back  rule  be  applicable  in  full.  For  the 
taxable  years  1941,  1942  and  1943  a  different  and  smaller  constructive  average 
base  period  net  income  is  applicable. 

The  principles  and  methods  to  be  applied  to  such  cases  are  identical  in 
all  respects  to  those  applicable  to  commitment  cases  under  section  722(b)(4), 
described  in  Part  V,  Subpart  II,  paragraph  (F).  Reference  is  made  to  that 
discussion. 

In  any  case  in  which  the  factors  upon  which  relief  is  based  are  no  longer 
present  in  subsequent  excess  profits  tax  taxable  years,  no  relief  under  section 
722(c)  will  be  allowed  in  such  later  years.  These  factors  may  no  longer  exist 
because  additional  capital  may  have  been  paid  in,  or  surplus  accumulated  from 
earnings,  or  the  intangible  assets  may  have  been  disposed  of.  For  example, 
it  might  be  established  in  a  given  case  that  invested  capital  of  $1,(XX)  is  abnor- 
mally low  under  subsection  722(c)(3)  for  the  year  1941  and  that  the  con- 
structive average  base  period  net  income  should  be  $12,(X)0.  On  January  1, 
1942  additional  capital  of  $99,(X)0  was  paid  in,  and  the  resulting  total  of 
$100,000  represents  normal  capital.  The  credit  for  1942  under  the  invested 
capital  method  including  the  allowance  for  new  capital  will  amount  to  8  percent 
of  $125,000  or  $10,000.  A  credit  in  1942  of  $10,000  will  be  allowable  under 
section  714  and  no  relief  will  be  allowable  under  section  722(c)(3). 
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(A)    Multiple  bases  for  relief  and  membership  in  more  than  one  industry. 
( 1 )    Multiple  bases  for  relief. 

The  preceding  discussion  has  been  limited,  for  the  most  part,  to  the  pro- 
cedure for  determining  relief  under  a  single  provision  of  the  statute.  Certain 
principles  can  be  laid  down,  and  certain  procedures  suggested,  when  relief 
involves  more  than  one  of  the  subsections  of  section  722,  or  more  than  one  type 
of  change  in  character  under  section  722(b)(4).  The  establishment  of  one'> 
valid  basis  for  relief  does  not,  of  course,  render  any  less  rigorous  the  proof 
necessary  to  bring  a  second  event  or  circumstance  within  the  scope  of  secxjr 
tion  722.  ^ 

^It  should  be  noted  at  the  outset  that  certain  of  the  relief  provisions  are 
mutually  exclusive,  so  that  the  problem  of  multiple  relief  will  not  arise,  ^o 
taxpayer,  for  example,  can  qualify  under  both  section  722(b)  and  section 
722(c),  since  they  are  applicable  respectively  to  taxpayers  which  are  and  are 
not  entitled  to  use  the  excess  profits  credit  based  on  income  pursuant  to  section 
713.  Likewise,  in  view  of  the  nature  of  the  qualifying  circumstances,  no  tax- 
payer which  is  a  member  of  only  one  industry  can  qualify  under  both  sections 
722(b)(3)(A)  and  722(b)(3)(B).  No  industry  can  be  characterized  by  a  well 
defined  cycle  of  profits  and  at  the  same  time  be  characterized  by  sporadic  and 
intermittent  periods  of  high  production  and  profits. 

There  may  be  cases,  however,  where  two  or  more  valid  bases  for  relief 
exist  with  respect  to  a  given  taxpayer.  It  is  impossible  to  discuss  all  of  the 
numerous  combinations  in  which  multiple  bases  for  relief  may  occur.  In  most 
cases  the  application  of  sound  judgment  should  leave  little  doubt  concerning 
the  proper  method  of  handling  any  given  case  where  multiple  bases  of  relief 
are  applicable.  No  universal  rule  can  be  laid  down,  but  the  following  discussion 
may  be  suggestive  of  principles  and  methods  to  be  applied. 

It  may  easily  happen,  for  instance,  that  events  or  circumstances  which 
qualify  under  both  sections  722(b)(1)  and  722(b)(2)  may  be  found  in  a  given 
case.  If  the  two  circumstances  occur  at  different  times,  the  reconstruction  may 
in  general  be  appHed  independently  and  cumulatively,  just  as  if  two  section 
722(b)(1)  events  occurred  at  different  times  in  the  base  period.  Care  must  be 
exercised,  however,  if  the  two  events  affected  the  taxpayer  at  the  same  time. 
It  is  conceivable  that  in  this  case  the  combined  effect  of  the  two  circumstances 
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might  be  either  greater  or  less  than  the  sum  of  the  adjustments  produced  by 
the  separate  consideration  of  the  two.  If,  for  instance,  the  taxpayer  experienced 
a  flood  at  a  time  when  the  industry  of  which  it  is  a  member  was  experiencing 
a  temporary  economic  depression  affecting  the  taxpayer,  care  must  be  exer- 
cised that  neither  insufficient  nor  excessive  relief  is  granted  because  of  duplicat- 
ing computations. 

Another  type  of  case  to  be  considered  is  that  where  the  primary  basis  of 
relief  is  the  existence  of  a  variant  profits  cycle  under  section  722(b)(3)(A), 
while  an  event  or  circumstance  which  might  qualify  for  relief. under  sections 
722(b)(1)  or  722(b)(2)  is  alleged  to  have  occurred.  In  most  of  these  cases  it 
would  appear  to  be  necessary  first  to  make  a  reconstruction  for  the  former  in 
order  to  ascertain  whether  from  the  business  cycle  aspect  the  taxpayer's  earn- 
ings were  depressed.  This  follows  from  the  fact  that  there  is  no  need  to 
investigate  whether  the  industry  of  which  the  taxpayer  is  a  member  has  a  vari- 
ant profits  cycle  unless  the  taxpayer's  earnings  were  depressed  in  the  base 
period.  As  discussed  in  Part  IV,  this  can  be  determined  by  a  comparison  of 
base  period  earnings  with  average  earnings  over  a  longer  period. 

The  same  analysis  would  apply  in  almost  identical  form  to  sporadic  profits 
cases  under  section  722(b)(3)(B).  The  nature  and  extent  of  base  period  de- 
pression due  to  sporadic  and  intermittent  periods  of  high  production  and  profits 
could  hardly  be  determined  until  the  effect  of  any  temporary  and  unusual  de- 
pressing influence  in  the  base  period  had  been  ascertained  and  corrected. 

Still  another  type  of  case  to  be  considered  is  that  where  a  change  in 
character  under  section  722(b)(4)  is  coupled  with  an  event  or  circumstance 
qualifying  for  relief  under  one  of  the  other  paragraphs  of  subsection  (b).  Here 
again,  it  would  generally  be  desirable  to  make  a  reconstruction  first  for  anv 
abnormal  circumstance  under  section  722(b)(1)  or  (2)  even  before  concluding 
that  reconstruction  is  called  for  under  section  722(b)(4),  since  a  change  in 
character  will  qualify  the  taxpayer  for  relief  only  if  the  change  in  character 
has  brought  about  an  increased  level  of  normal  earnings.  Before  it  can  be  de- 
termined that  a  higher  level  of  normal  earnings  resulted  from  the  change, 
normal  earnings  must  be  determined  prior  to  the  change;  in  other  words, 
abnormalities  under  section  722(b)(1)  or  (2)  must  be  removed  in  order  to 
determine  that  reconstruction  is  warranted  under  section  722(b)(4). 

Having  made  the  adjustments  for  any  abnormalities  under  section  722 
(b)(1)  or  (2),  reconstruction  of  income  can  be  made  for  the  change  in  the 
character  of  the  taxpayer.  If  the  prior  experience  of  the  taxpayer  can  serve 
as  a  basic  source  of  the  information  for  this  reconstruction  (as  discussed  in 
Part  V,  Subpart  II),  then  it  is  the  adjusted  experience  of  the  taxpayer  exclud- 
ing the  effects  of  the  abnormalities,  that  will  be  employed  for  this  purpose. 

If  the  taxpayer  had  a  depression  due  to  a  variant  profits  cycle  or  a  sporadic 
profits  experience  under  section  722(b)(3),  and  at  the  same  time  had  a  change 
in  character  under  section  722(b)(4),  the  method  of  procedure  will  depend 
upon  the  nature  of  the  change  in  character.  If  the  change  in  character  is  of 
such  a  nature  as  to  put  the  taxpayer  into  an  industry  different  from  that  of 
which  it  was  a  member  prior  to  the  change,  then  the  prior  experience  of  the 
taxpayer  is  immaterial.  Normal  income  for  the  changed  taxpayer  is  to  be 
determined  solely  with  reference  to  its  changed  character,  and  anv  possible 
variant  cycle  or  sporadic  profits  experience,  in  order  to  be  pertinent,  must  be 
demonstrated  for  the  industry  of  which  the  taxpayer  has  become  a  new  mem- 
ber, rather  than  for  the  industry  of  which  it  had  formerly  been  a  member.  If, 
on  the  other  hand,  the  change  in  character  of  the  taxpayer  is  of  a  less  drastic 
Part  VIII(A) 


Part  VIII — Miscellaneous  Problems 


143 


nature  so  as  to  leave  it  a  member  of  the  same  industry,  then  the  extent  of  the 
base  period  depression  of  the  taxpayer's  earnings  due  to  the  section  722 
(b)(3)(A)  or  (B)  circumstance  must  ordinarily  be  determined  first;  the  in- 
crease in  the  normal  earnings  due  to  the  section  722(b)(4)  change  in  character 
must  then  be  determined ;  and  finally  the  two  should  be  combined  in  an  appro- 
priate manner. 

There  remains  to  be  considered  the  situation  in  which  the  taxpayer  has 
demonstrated  two  or  more  changes  in  character  under  section  722(b)  (4)  which 
constitute  valid  bases  for  relief.  Subject  to  the  limitations  discussed  in  Part  V, 
this  should  occasion  no  particular  problems  in  reconstructing  base  period  net 
income,  since,  as  previously  stated,  the  objective  is  the  normal  base  period 
earnings  fof  the  taxpayer  as  it  existed  after  all  qualifying  changes  in  character. 
Only  one  reconstruction  of  net  income  is  to  be  made,  based  upon  the  normal 
operating  conditions  of  the  taxpayer  under  its  changed  character  as  of  the 
end  of  the  base  period. 

(2)    Membership  in  more  than  one  industry. 

The  situation  may  often  arise  where  a  taxpayer  is  a  member  of  more  than 
one  industry,  for  example,  where  two  departments  or  divisions  of  a  manufac- 
turing plant  produce  two  unrelated,  or  largely  unrelated,  sets  of  products. 
Another  example  might  be  where  a  taxpayer  manufactures  a  series  of  products 
and  also  has  its  own  retail  marketing  organization.  If  either  such  combination 
is  customary  among  the  competitors  of  the  taxpayer,  then  in  all  probability  the 
combination  can  be  regarded  as  a  single  industry,  and  the  taxpayer  can  be 
treated  as  a  member  of  this  industry.  The  present  discussion  is  intended  to 
apply  to  those  taxpayers  the  operations  of  which  fall  into  two  or  more  cate- 
gories, each  of  which  is  clearly  recognized  as  belonging  to  a  separate  industry. 

In  such  cases  the  taxpayer  must  be  regarded  from  a  dual  point  of  view 
with  respect  to  relief  under  section  722.  On  the  one  hand,  reconstruction  must 
in  the  first  instance  be  made  separately  for  each  of  the  portions  of  the  business 
of  the  taxpayer  to  which  a  given  basis  of  relief  applies,  for  practical  as  well  as 
logical  reasons.  Thus,  a  qualifying  circumstance  under  one  paragraph  of  sec- 
tion 722  (b)  may  affect  only  a  single  portion  of  the  taxpayer's  operations,  and 
obviously  reconstruction  must  start  at  this  point. 

On  the  other  hand,  the  entity  for  which  the  statute  directs  that  base  period 
net  income  be  reconstructed  is  the  taxpayer,  i.e.,  the  whole  business  of  the 
taxpayer  regarded  as  a  unit.  This  is  an  application  of  the  principle  previously 
noted  that  abnormalities  of  any  sort,  reflected  in  the  base  period,  are  to  be 
recognized  and  adjusted  for  in  reconstruction.  Abnormally  high  income  re- 
ceived from  a  part  of  the  business  of  the  taxpayer  is  to  be  adjusted  downward 
in  the  process  of  reconstruction.  The  operations  of  all  portions  of  the  business  '>^ 
of  the  taxpayer  must  be  carefully  analyzed  to  assure  that  the  final  result  will 
represent  the  normal  income  during  the  base  period  for  the  taxpayer  as  a 
complete  entity.  ^ 

(B)  Avoidance  of  post-1939  experience  in  the  computation  of  constructive 
average  base  period  net  income. 

Law. — Section  722(a),  last  sentence. 
Regulations. — Section  35,722-2 (a). 

(1)    In  general. 

Reference  has  frequently  been  made  in  preceding  sections  of  this  Bulletin 
to  the  statutory  prohibition  against  consideration  of  post-1939  events  and 
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ations,  namely:  ^  ^     °^  ""  '"•'°'"«  ^^"P*  *"  two  specified  situ- 

istenilf^eT^eTe'XratTQlf  in1 '"  "'''^'^  '"^  ^^''P^^"  --«=  -'«  «- 

prodp?io?or  ^p-l:— ^^^^^^^  ^H  a  c^n.e  in  capacity  for 

result  of  a  comm  tment  ent^-r^H  ir.fr^  k     *u    !      ^ecemoer  ^1,  1939  as  the 

May  31,  1941.  '^  ^         "^^'^  acquired  by  the  taxpayer  prior  to 

(2)    Unauthorized  use  of  post-1939  events  or  conditions 

rienc?To'Teter'n,in'e'thne^eTof'er'-  "'^  '^^''^t?  "^^^'^  °'  P-^-'939  expe- 
push-back  ruleTd  in  thl  eterarderrl^''r'"'^\*''^^^       ^he  use  of  the 
base  period  net  income  in  tfe  following  wa"ys  I"  "^  '''  instructive  average 
(a)  Direct  use  of  actual  earnings  experience  after  1939 

adiu  t^^SeH^irtelre^ct^S^;^^^^^^^^  -^^-  — ^'^ 

expeSnc^^ffhe-tSVer  ori^^'l'illsTr;^'-  °^--<>  ^-^  Post-1939 

withIu^\d"ustrem°'s:;;tc"ed"on'Th;'^''  ";"i"^^  u^'^P^"^""  ^--"y  and 

of  the  particular  taxpayef  X^s  not  XtdTyThe  Sr^  olVasl-n'?^  Tn"''^"'^H^ 
as  a  consequence  of  the  war  '  '      ^^^*'  repressed 

and  overhead  cos"s   o  ^creased  r^nl.  f      '?''?f '"'  ^'  ^?^^^^"'^  ^^^^^^  "^^^^"^1. 
31,  1939  have  been  asserted  t^^^^^  experienced  after  Decembe; 

period  in  determininTcS  of  inr 'f  "^'^'  ?''"•''  '^^^^^  ^^  ^PP^^  ^o  the  base 
capacitv.   fS  the  ratfo  o/^  Production  attributable  to  increased 

1940  or'l941  hafbeen  used  ./^l^^^  ^^"'"^  ^'  ^"^ """  ''^'^  ^''''^""^  ^"""^ 

uct  during  the  Lse  JeS^       '^'  ""''''  ^"^  constructing  sales  of  the  new  prod^ 
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In  view  of  the  clear  and  unequivocal  statutory  prohibition,  none  of  the 
foregoing  methods  and  supporting  arguments  is  valid  or  acceptable.  More- 
over, the  history  and  purpose  of  section  722  clearly  establish  the  intent  of 
Congress  that  there  be  strict  compliance  with  the  provisions  of  the  statute 
and  that  its  prohibition  be  not  avoided  by  the  indirect  use  of  post-1939  events 
or  conditions.  Thus,  the  provision  for  a  backward  extension  of  experience  in 
the  determination  of  a  normal  earning  level  under  the  push-back  rule,  instead 
of  a  provision  to  include  the  first  two  excess  profits  tax  taxable  years,  and 
the  careful  delineation  of  the  few  exceptions  to  the  statutory  prohibition  clear- 
ly reflect  and  reinforce  the  explicit  statutory  expression  of  Congressional 
intent. 

(3)  Use  of  post-1939  experience  in  cases  involving  the  commitment  rule, 
acquisition  of  competitor's  assets,  and  section  722(c). 

The  exceptions  to  the  general  rule  relating  to  post-1939  experience  are 
for  strictly  limited  purposes.  Under  the  last  sentence  of  section  722(b)(4)  the 
increased  capacity  or  the  acquired  assets  which  are  constructively  placed  at 
December  31,  1939  were  not  actually  part  of  the  taxpayer's  business  until  after 
that  date.  It  is  therefore  necessary  to  look  beyond  December  31,  1939  to  estab- 
lish the  kind  of  taxpayer  for  which  normal  earnings  are  to  be  reconstructed. 
Furthermore,  in  the  application  of  the  variable  credit  rule  (Part  V,  Subpart 
II  (F))  the  extent  to  which  the  committed  for  capacity  or  acquired  assets 
would  normally  have  entered  into  the  operations  of  the  taxpayer  must  be 
determined.  In  this  connection.  Regulations  112,  section  35.722-3  (d)  provide 
in  part  as  follows : 

"For  an  excess  profits  tax  taxable  year,  prior  to  the  attainment  of  full  normal 
operating  capacity,  the  fair  and  just  amount  of  normal  earnings  attributable  to  a 
change  in  capacity  for  production  or  operation  consummated  after  December  31, 
1939,  may  be  determined  either  by  multiplying  the  full  normal  earnings  attrib- 
utable to  normal  operating  capacity  for  the  base  period  (or  a  comparable  period) 
by  a  percentage  representing  the  extent  to  which  such  change  is  reflected  in  the 
taxpayer's  business  for  such  year,  or  by  determining  normal  earnings  upon  the 
basis  of  the  operating  level  which  normally  would  have  been  reached  by  such 
change  during  such  year.  To  the  extent  necessary  to  determine  the  nature  of 
the  change  in  the  capacity  for  production  or  operation,  and  the  extent  to  which  such 
change  has  been  reflected  in  the  taxpayer's  business,  regard  may  be  had  to  facts 
existing  after  December  31,  1939.  Although  no  regard  should  be  had  to  actual 
earnings  after  December  31,  1939,  as  indicative  of  the  amount  of  normal  earnings 
attrilmtable  to  the  change,  ratios  existing  between  such  earnings  and  earnings 
from  other  operations  of  the  taxpayer  or  of  similar  taxpayers  or  an  industry  of 
which  the  taxpayer  is  a  member  may  be  taken  into  account." 

The  use  of  the  ratios  described  in  the  regulations  is  limited  to  the  deter- 
mination of  the  extent  to  which  the  changed  capacity  is  reflected  in  the  tax- 
payer's business  during  an  excess  profits  tax  taxable  year.  They  may  not  be 
used  to  determine  the  normal  earnings  attributable  to  the  change.  Just  as 
actual  dollar  earnings  after  December  31,  1939  present  an  inaccurate  picture 
of  normal  earnings,  so  also  ratios  based  on  such  earnings  may  produce  a  dis- 
torted picture,  not  only  of  the  relationship  between  the  normal  operations  of 
the  changed  capacity  and  the  taxpayer's  total  business,  but  also  of  the  tax- 
payer's relationship  to  its  industry. 

In  section  722(c)  cases  the  ratios  referred  to  above  may  be  used  to  the 
extent  necessary  to  establish  the  nature  of  the  taxpayer  and  the  character  of 
its  business.  Thus,  here  again,  the  use  of  post-1939  experience  is  limited  to 
the  extent  necessary  to  establish  the  kind  of  taxpayer  for  which  reconstruction 
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framewoTk'^of  tT^.'h!.""''  ^^^^"^^■■"'^'ion.  however,  will  be  made  within  the 
drrrnedforsu^h'pe'o'd""'  '"'  ""'"  ^'^  "°^'"^'  °P^-*'"^  -"<1"'°- 

r.^c.^oto"^"*'^  '•*  ""^"^.^  *°  P'"'*  '^  of  this  Bulletin  for  discussion  of  the  use  of 
post-1939  experience  .n  cases  involving  the  commitment  rule  and  to  Part  V?I 
m  cases  involving  commencement  of  business  after  December  31?  1939 

(C)    Taxpayers  with  base  period  ending  after  December  31,  1939. 

Z-aa;.— Section  722(a)  and  (b). 
(1)    General  rule. 

f;„  vf^^  '"^''•"/  of  fneasuring  the  relief  to  which  the  taxpayer  is  entitled  sec- 
tion 722  provides  for  the  determination  of  a  constructive  average  base  nerTod 

Se1e'rminTd''°undeTsubch  "?  °l"^1  ^'''^  \'''  ^'"^'^  n^t  bcf  me  otL'rrsf 
aetermined    under  subchapter  E  of  chapter  2  of  the  Internal  Revenue  Cnde 

a^tTrVeTeaTaWQ^^^  7^7 Jt'''''  '^'  ^^^  ^"-  Ss^eJafng 

of  eventrn?.^^  ;•  •  ^^''^?''"  ^^^^^^^  however,  prohibits  any  consideration 
of  events  or  conditions  occurring  or  existing  after  December  31  1939  in  deter- 
mining constructive  average  base  period  net  income. 

for  chln'^wThe'lf  ^"^^r^"^^^^"'  '^^'^  is  "«  authorization  in  section  722 

SioJs  oTsfcion  7^?^^^^^^^^^^  "'l\T'^^^''  P^"°^  determined  under  the  pro- 
72Z?hUVi    t  713(b)(1).   Although  m  some  cases,  notably  under  section 

Deriod  i.V-     "^^^u^  necessary  to  determine  the  constructive  average  base 

Z.,u  ^^""P^^^^  s  history,  the  amount  so  determined  is  nevertheless  a  substitute 

S  Q^qT^"^-."^""."^  '^'  ^'^'"^^^^  ^^'^  P^^i^^-  Any  period  after  SLcember 
31,  1939  IS  considered  unacceptable  as  a  measure  of  normal  earnings 

31  ^QV^L''''^''f  earnings  for  any  portion  of  the  base  period  after  December 
31,  1939  cannot  enter  into  the  computation  of  the  constructive  average  ha^e 
period  net  income,  since  income  for  the  entire  actual  basfS  mu^tTdeter- 
mined,  and  since  the  actual  statutory  base  period  cannot  be  chaSto  a  base 
period  ending  on  December  31,  1939,  the  following  rule  irrequfred     In  anv 

DeTeXTllgTQ":^'  ''^^  P^""'  "^^  ^"^^"^^  ^-  ^  b--  peHod  ending  after 
after  December^?;  iV39""""^  ''  reconstruct  the  portion  of  the  base^period 

To  illustrate,  assume  the  taxpaver's  base  period  is  the  four  fiscal  vpir^ 
ended  November  30,  1940.   It  had  a  strike  in  1937  which  forms  the  bast  ^f or  a 

age"ba'r:  Siod^net  i  ^"'""  '^^""^  ^^^^  i"  ^^^^---^  th^To^strlctiv:  a^  r- 
ofthe  sX  The  stT^^^^^  is  not  sufficient  merely  to  eliminate  the  effects 
oi  tne  strike.    Ihe  statutory  prohibition  in  section  722(a)  bars  the  use  of  the 

recon  t'Td'^f^^^^^^^  '  ^^  ^^V^-ber  30,  1940.   In^stead,  there  must  be 

[,1^^  u  I  ^'^  ^^'^  P^"^^  ^  substitute  net  income  representing  earnings 

To  earn  in  Tw^'^'^'-J  ^' ^^  ^^^^'"^^^  ^^'  ^^^^  ^^"^^  reasonab  v  hLve  expe  tfd 
wareconomy'  ^'"""^  ""^''  "^'"^"^  ^^^'^'^"^  conditions,  uninfluenced  bj  Ihe 

but  a?er  Dl'ceL^^^^^^^^^^  ^''^"  ^"  "^''^  ^^^"^'"^  ^--^  ^^^  ^^^^  Period 

Section  722(b)  defines  the  situations  in  which  the  taxpayer's  excess  nrofit^ 
tax  IS  to  be  considered  excessive  and  discriminatory  so  th^at  i^may  be  entS 
to  the  relief  prescribed  in  section  722(a).  In  each  situation  sometLe  must 
have  happened  immediately  prior  to  or  during  the  base  periodThich  Caused 
an  inadequacy  in  the  actual  average  base  period  net  income.  In  p^aph  (1) 
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of  section  722(b)  it  is  an  interruption  of  operation;  in  paragraph  (2),  tem- 
porary economic  depression;  in  paragraph  (3),  cyclical  or  sporadic  depression; 
in  paragraph  (4),  a  commencement  or  change  in  character  of  the  business;  in 
paragraph  (5),  other  factors  affecting  the  taxpayer's  business. 

The  statutory  prohibition  against  regarding  post-1939  events  relates  only 
to  the  determination  of  the  constructive  average  base  period  net  income.  It  does 
not  affect  the  ascertainment  of  the  event  or  factor  under  section  722(b)  which 
qualifies  the  taxpayer  for  a  reconstruction  of  base  period  net  income,  and  which 
may  occur  at  any  time  during  the  base  period.  Consequently,  any  factors  under 
section  722(b)(1),  (2),  (3),  (4)  or  (5),  affecting  any  part  of  the  base  period 
after  December  31, 1939  may  be  considered  in  determining  whether  the  require- 
ments of  section  722(b)  have  been  met.  In  making  the  reconstruction,  how- 
ever, no  regard  may  be  had  to  the  actual  post-1939  experience  of  the  taxpayer. 

To  illustrate,  assume  that  the  taxpayer,  with  a  base  period  ended  Novem- 
ber 30,  1940,  had  an  unusual  strike  during  September  and  October  1940.  Since 
the  strike  occurred  during  the  base  period,  it  may  be  considered  in  determining 
whether  there  is  an  inadequacy  in  the  actual  average  base  period  net  income. 
In  determining  the  constructive  average  base  period  net  income,  however,  the 
strike  and  the  actual  income  after  December  31,  1939  are  both  disregarded. 
Thus,  in  eliminating  the  effect  of  the  strike,  normal  earnings  for  the  eleven 
months  in  1940  are  reconstructed  by  also  eliminating  any  effects  of  the  post- 
1939  war  economy. 

Assume,  on  the  other  hand,  that  a  taxpayer  with  a  base  period  ended 
November  30,  1940,  bases  its  claim  under  section  722(b)(4)  on  a  change  in 
capacity  effected  during  July  1940,  to  which  it  was  not  committed  prior  to 
January  1,  1940.  The  change  in  capacity,  having  occurred  during  the  base 
period,  is  a  factor  which  may  be  considered  under  section  722(b)(4).  But  in 
the  construction  of  normal  earnings,  no  regard  can  be  given  to  the  change  in 
capacity  because  it  occurred  after  December  31,  1939.  Consequently,  no  addi- 
tional earnings  resulting  from  the  changed  capacity  can  be  included  for  any 
part  of  the  base  period.  The  taxpayer  would,  therefore,  not  satisfy  the  require- 
ments of  section  722  and  its  claim  based  upon  the  increased  capacity  could  not 
be  sustained.  It  will  thus  be  seen  that  any  claim  under  section  722(b)  (4)  based 
solely  upon  a  change  in  the  character  of  the  business  made  after  December 
31,  1939  cannot  be  allowed.  It  should  be  noted,  however,  that  if  the  change 
resulted  from  a  commitment  made  prior  to  January  1,  1940,  the  change  is 
deemed  to  have  been  made  on  December  31,  1939  and  would  not  be  disqualified. 

(3)    Application  to  the  two-year  push-back  rule. 

The  two-year  push-back  rule,  as  explained  in  Part  V,  is  a  statutory  device 
for  determining  the  earning  level  which  will  serve  as  a  basis  for  reconstructing 
the  entire  base  period.  Since  its  use  is  part  of  the  process  of  reconstruction, 
it  is  subject  to  the  statutory  post-1939  prohibition  contained  in  section  722(a), 
and  the  actual  earning  level  reached  after  December  31,  1939  must  be 'disre- 
garded. Instead,  for  the  purpose  of  the  two-year  push-back  rule,  there  will  be 
substituted  a  constructive  earning  level  which  the  taxpayer  could  reasonably 
have  been  expected  to  reach  by  the  end  of  the  base  period  under  normal  con- 
ditions and  in  the  absence  of  abnormal  economic  factors  induced  by  the  war. 
If  this  constructive  earning  level  is  lower  than  the  earning  level  that  would 
have  been  reached  had  the  change  been  made  two  years  earlier,  the  taxpayer 
is  given  the  benefit  of  the  two-year  expanded  experience.  If  the  constructive 
earning  level  without  the  benefit  of  the  two-year  rule  is  as  high  as,  or  higher 
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h/^'.H  fl  T' •  ^"^  f  ^l^'  ^^^  application  of  this  rule,  reconstruction  is  to 

be  made  on  the  basis  of  the  original  constructive  earning  level.  In  no  event 
IS  the  actual  earning  level  attained  by  the  end  of  the  base  period  to  be  used 

h.r  ^^''"iQ^n"'?^^'  ^T-""^  ^^^^  the  taxpayer,  with  a  base  period  ended  Novem- 
ber 30,  1940,  changed  Its  capacity  for  production  on  October  1,  1939.   Assume 

hlrKJ^^  ^  ^'^f^Jl'n^  A^"""^^  '.^  reached  an  actual  earning  level  of  $100,000 
by  November  30  1940.  Assume  it  can  be  shown  that  on  the  basis  of  the  devel- 
opment of  the  additional  capacity  by  December  31,  1939  and  without  regard 
to  conditions  existing  after  that  date,  the  earning  level  that  normally  would 
f^.^  fi?  .T'^u  ^y  November  30,  1940  would  have  been  $75,000.  Assume 
lurther  that  had  the  change  been  made  two  years  earlier  (on  October  1    1937) 

r^UTT"  '"""k"^  ".n^  I'o?^"^^^^  ^^^^  expected  under  normal  conditions  to 
reach  by  November  30,  1940,  an  earning  level  any  greater  than  $75,000.  Under 

if  tl^  %!fl^  ^""^'^^^  1^^'?  P^"''^  "^^  ^""^"^^  ^^  reconstructed  on  the  basis 
of  the  $75,000  earning  level     On  the  other  hand,  if  the  two-year  expanded 

Tn  nn  .r       'i^^  ^T.V'i.'nn^^'  /^^^'  ^^^^  ^^^"^^^^'  ""^^^  "^^"^^^  Conditions, 

n.^"  A    ?^^^^^  °/  $110  000,  the  reconstruction  would  be  based  on  $110,000 

msteaa  ot  $/5,UU0    In  neither  case  would  the  actual  earning  level  of  $100  000 

as  of  November  30,  1940  be  used.  ^iuu,uw 

(D)  Treatment  of  adjustments  under  section  711  in  computation  of  con- 
structive average  base  period  net  income. 

Regulations. Section  35.722-3 (b)    (3). 
(1)    In  general. 

In  computing  the  constructive  average  base  period  net  income,  a  substi- 
tute for  the  actual  average  base  period  net  income  is  being  determined  for 
use  as  a  standard  of  normal  earnings.  The  term  "average  base  period  net  in- 
come  IS  defined  in  the  statute.  Generally,  the  statutory  rules  provided  in 
section  711(b)  for  determining  the  excess  profits  net  income  for  the  base 
period  years  will  be  applied  in  the  computation  of  the  constructive  average  base 
^Tv?l"^u  '^^^"'^'  ^^  ^o"§^  as  the  application  of  these  rules  does  not  conflict 
with  the  basic  purpose  of  section  722,  which  is  to  obtain  a  standard  of  normal 
earnings.  I  he  following  subparagraphs  of  section  711(b)(1)  will  therefore 
generally  apply : 

Ca  ifaTAssets^^^^^^^^^^    ^^'"^  ^""^   ^""^^^^  ^'"''"'   ^^^^^  '''*  Exchanges  of 

Section  711(b)(1)(C)    Income  from  Retirement  or  Discharge  of  Bonds, 
of  Bond^'^"  ''11(b)(1)(D)    Deductions  on  Account  of  Retirement  or  Discharge 

Section  711(b)(1)(E)    Casualty,  Demolition  and  Similar  Losses. 
Section  711(b)(1)(F)    Repayment  of  Processing  Tax  to  Vendees. 
Section  711(b)(1)(G)    Dividends  Received. 

Subparagraphs  (A),  (H),  (I),  (J)  and  (K)  of  section  711(b)(1)  are  dis- 
cussed below.  ^   /  V  / 

(2)    Adjustment  of  the  deduction  for  income  tax. 

Section  711(b)(1)(A)  provides  for  the  deduction  of  income  taxes  in 
computing  excess  profits  net  income  and  is  applicable  only  in  computing  the 
excess  Profits  credit  for  excess  profits  tax  taxable  years  beginning  prior  to 
January  1,  1941.  It  is  not  applicable  for  the  purpose  of  computing  the  carry- 
over from  these  years.  ^r        o  j 
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In  cases  in  which  a  constructive  average  base  period  net  income  is  being 
determined  for  an  excess  profits  tax  taxable  year  subject  to  the  provisions  of 
section  711(b)(1)(A),  it  is  necessary  to  make  the  deduction  for  income  taxes. 
Since  the  object  of  section  722  is  to  obtain  normal  earnings  for  the  purpose  of  a 
comparison  with  the  excess  profits  net  income  of  the  taxable  year,  and  such 
income  of  the  taxable  year  reflects  a  deduction  for  income  taxes,  the  adjust- 
ment must  be  made  for  the  amount  of  income  taxes  that  would  have  been  paid 
on  the  constructive  income,.  It  will  therefore  be  necessary  to  recompute  the 
income  tax  to  be  used  in  lieu  of  the  actual  income  taxes  which  were  assessed  on 
the  original  returns  for  the  base  period  years  or  as  a  result  of  subsequent 
deficiencies  or  .over-assessments.  Since  the  construction  under  section  722 
will  generally  result  in  increasing  the  income,  the  income  taxes  also  will  usually 
be  increased..  In  making  this  adjustment,  the  taxpayer  is  not  required  to  pay 
the  additional  income  taxes,  and  the  provisions  of  section  734  relating  to  in- 
consistent position  in  prior  years  are  not  applicable. 

For  the  years  1936  and  1937,  income  taxes  under  chapter  1  included  a  tax 
on  undistributed  profits.  For  1938  and  1939,  distributed  and  undistributed 
profits  were  taxed  at  different  rates.  In  all  base  period  years,  therefore,  the 
amount  of  dividends  distributed  is  a  factor  in  determining  the  amount  of  in- 
come tax.  In  recomputing  the  income  taxes  on  the  constructive  income  under 
section  722,  the  question  arises  as  to  what  amount  of  dividends  paid  is  to  be 
used  in  the  computation. 

No  fixed  rule  or  formula  can  be  given  for  the  determination  of  the  divi- 
dends deemed  to  have  been  paid.  The  amount  to  be  used  will  depend  upon 
what  amount  would  normally  have  been  distributed  in  the  light  of  the  con- 
structive earnings  determined  under  section  722.  It  will  therefore  be  necessary 
to  consider  the  dividend  policy  of  the  corporation,  the  nature  of  the  construc- 
tive earnings,  and  any  other  facts  which  indicate  what  distribution  would 
normally  have  been  made. 

To  illustrate,  assume  that  a  corporation  had  a  long  established  policy  of 
distributing  approximately  50  percent  of  its  earnings  as  dividends  each  year. 
During  1937  it  had  a  fire  which  qualified  it  for  relief  under  section  722(b)(1). 
In  recomputing  income  taxes  for  the  base  period  the  dividends  actually  paid 
should  be  increased  in  the  same  proportion  as  the  net  income  was  increased 
in  the  reconstruction. 

On  the  other  hand,  assume  that  a  corporation  has  qualified  for  relief 
under  section  722(b)(4)  as  a  result  of  a  new  plant  built  in  1939.  It  has  a  con- 
sistent policy  of  dividend  distributions,  but  a  contract  for  financing  of  the  new 
plant  provided  that  no  dividends  should  be  paid  for  a  period  of  ten  years  until 
the  loans  had  been  repaid.  In  the  recomputation  of  income  taxes  for  the  base 
period  years  no  dividends  may  be  considered  to  have  been  paid,  even  though 
some  dividends  were  actually  distributed.  For  such  a  corporation,  it  would 
have  been  normal  to  make  no  distributions.  However,  for  1936  and  1937  the 
corporation  should  be  considered  as  having  had  a  contract  restricting  dividends 
and  its  undistributed  profits  tax  computed  accordingly. 

A  similar  problem  will  arise  in  the  determination  of  the  capital  stock  tax 
and  declared  value  excess-profits  tax  to  be  deducted  in  computing  the  con- 
structive average  base  period  net  income.  Again,  no  fixed  rule  or  formula 
can  be  given.  However,  the  capital  stock  and  declared  value  excess-profits 
tax  depend  upon  how  successfully  the  corporation  can  estimate  its  probable 
income.     Generally,  it  should  be  considered  that  the  estimate  of  increased 
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Tn'^niry^'^  ^""^^  ^^^u  ^^'^Ji^^ly  as  a^^^^ate  as  that  made  on  actual  income. 
ai\fm1^u  fuT^  '^^^  i^"^,  corporation  declared  a  capital  stock  valuation 
rnrnr^?'  A^.  "^  '"^  ^^^  "^""^^'"^  ^^^"^  cxcess-profits  tax  on  5  percent  of  its 
Jl^Tl  Ta  ^^,^^"^truction  of  net  income  under  section  722,  its  capital 

Trf.  .A".    ^^^^^^^^  ^alue  excess-profits  tax  should  be  adjusted  so  that  5 

nrnfitf t.""  ^/^^''"fyu''^^'^  "!^  l"^"^""^  ^^  ""^j^^^  ^«  declared  value  excess- 
profits  tax.  It  should  be  noted  that  this  approach  to  the  problem  may  have 
to  be  modified  to  meet  the  peculiar  circumstances  in  some  cases. 

h.rJ^^  f  "I"^!!''^  ^''.  ^^"^  ]"?'  ^^^"  confined  to  the  adjustments  necessary 

nrofif  ^  ""^-l  T  I'^^'^u''"  ""^  '"^"^""^  ^^^^^  ^"  th«  computation  of  the  excess 
profits  credit.  It  has  been  assumed  that  the  constructive  income,  prior  to  this 
adjustment  had  been  computed  for  each  of  the  base  period  years.  In  all 
variant  profits  cycle  cases  under  section  722(b)(3)(A),  and  usually  in  sporadic 
profits  cases  under  section  722(b)(3)(B),  as  discussed  in  the  paragraphs  above 
relating  to  section  722(b)(3),  the  constructive  average  base  period  net  income 
rj!'  '"  the  first  mstance.  be  computed  as  a  single  figure,  rather  than  as  the 
average  of  four  figures  for  the  respective  years  of  the  base  period.  In  these 
cases  It  will  be  necessary,  for  claims  relating  to  taxable  years  beginning  prior 
to  January  1,  1941,  to  make  an  allocation  of  the  constructive  average  base 
period  net  income  to  the  several  base  period  years. 

No  one  method  of  allocation  can  be  prescribed  for  all  cases;  any  logical 
and  equitable  method  IS  allowable.    The  following  are  suggestive: 

'  (a)  Especially  in  section  722(b)(3)(A)  cases,  there  is  some' reason  for 
discarding  the  actual  year-to-year  pattern  of  the  taxpayer's  actual  profits 
(and  deficits),  and  substituting  the  base  period  profits  pattern  of  all  corpo- 
rations, since  the  basis  for  relief  is  a  variant  profits  cycle.  As  shown  bv 
Fart  2  of  Statistics  of  Income,  the  compiled  net  profit  or  loss  of  all  corporations 
less  tax-exempt  income  (an  approximation  of  excess  profits  net  income)  during 
the  base  period  was  as  follows,  expressed  as  percentages  of  the  base  period 

1936  117.3 

1937  118.3 

1938 43.2 

1939 121.2 

Average 100.00 

These  indexes  may  be  employed  to  allocate  the  constructive  average  base 
period  net  income  to  the  individual  years  of  the  base  period  by  multiplying 
the  constructive  average  successively  by  the  four  indexes,  keeping  in  mind 
that  each  index  is  a  percentage.^  Thus,  if  constructive  average  base  period 
net  income  of  a  taxpayer  under  section  722(b)(3)(A)  has  been  determined 
^70  nnn  1  17.  lo^  ?iT""c^^.  ^l^ocable  under  this  method  to  1936  would  be 
107Q  J  inln  '  ^^,$^2,110.  Similar  computations  yield  the  results  for  1937, 
iyj«  and  1939,  and  the  computations  can  be  checked  by  seeing  whether  the 
average  of  the  four  annual  amounts  is  $70,000. 

■^  This  method  is  not  strictly  applicable  to  fiscal  year  taxpayers,  but  might 
yied  acceptable  results  if  not  more  than  two  or  three  months  of  1940  were 
included  in  the  taxpayer's  base  period. 

(b)  If  the  taxpayer  had  no  deficit  years  in  the  base  period,  reconstructed 
net  income  might  in  appropriate  cases  be  allocated  to  individual  base  period 
years  in  the  same  proportion  as  its  actual  income  was  reported.  The  compu- 
tation would  require,  first,  the  computation  of  the  four-year  average  second 
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the  division  of  each  year's  income  by  this  average,  expressing  the  results  as 
index  numbers  or  percentages,  and,  finally,  the  multiplication  of  the  construc- 
tive average  base  period  net  income  by  these  indexes,  as  in  the  example 
(i)  above. 

(c)  If  the  taxpayer  had  one  or  more  deficit  years  in  the  base  period,  the 
method  in  (ii)  above  is  inapplicable,  and  the  following  substitute  method  may 
be  satisfactory.  Subtract  the  average  of  the  profits  of  the  four  base  period 
years  (including  deficits)  from  the  constructive  average  base  period  net  in- 
come, and  add  this  difference  to  the  actual  profit  or  loss  in  each  base  period 
taxable  year  which  includes  12  months.  In  case  of  a  taxable  year  of  less  than 
12  months  add  a  proportionate  part. 

(3)    Adjustment  of  abnormal  deductions  in  the  base  period  years. 

/"Section  711(b)(1)(H),  (I),  (J),  and  (K)  provides  generally  for  adjust- 
ment of  deductions  for  judgments,  intangible  drilling  and  development  costs 
and  other  items  in  the  base  period  years  in  cases  in  which  the  deductions 
exceed  125  percent  of  the  average  of  such  deductions  in  the  four  preceding 
taxable  years.  The  adjustment  so  provided  operates  automatically  under  that 
section  to  eliminate  the  excess. 

Adjustments  to  deductions  will  be  made  in  the  reconstruction  of  base 
period  income  under  section  722  only  if  and  to  the  extent  the  deductions  are 
abnormal  within  the  intent  and  meaning  of  section  722.  The  existence  in  a 
base  period  year  of  a  deduction  in  excess  of  125  percent  of  the  average  amount 
of  such  deductions  in  the  four  preceding  taxable  years  does  not  necessarily 
mean  that  the  deduction  is  abnormal  for  the  purposes  of  section  722,  or  that 
it  results  from  conditions  which  are  not  normal  for  the  particular  taxpayer. 
Accordingly,  the  circumstances  giving  rise  to  the  deduction  must  in  each  case 
be  ascertained  and  examined/m  the  light  of  the  normal  operating  conditions 
of  the  particular  taxpayer,  /a  o  the  extent  that  the  deduction  is  determined 
to  be  abnormal  under  section  722,  adjustment  will  be  made  in  the  reconstruc- 
tion of  the  taxpayer's  base  period  net  income,  without  reference  to  the  arbi- 
trary mathematical  adjustment  provided  by  section  711(b)(1).  This  means 
that  the  adjustments  made  in  the  base  period  reconstruction  may  be  more  or 
less  than  the  adjustment  produced  by  the  mathematical  formula  contained  in 
section  711(b)(1)(H),  (I),  (J)  and  (K).// 

To  illustrate,  assume  that  the  taxpayer  had  a  strike  during  December  1936 
and  January  1937.  It  had  substantial  deduction  in  each  month  for  extraor- 
dinary expense  in  connection  with  the  strike.  Under  the  125  percent  formula 
in  section  711(b)  (1)  (J),  all  of  the  deduction  for  1936  was  eliminated  but  only 
a  part  of  the  1937  deduction  was  eliminated.  If  the  strike  qualifies  the  tax- 
payer for  relief  under  section  722(b)(1),  the  de^ductions  for  both  1936  and  1937 
would  be  eliminated. 

(E)  Application  of  the  deficit  and  the  75  percent  rules  and  the  growth 
formula  in  computation  of  constructive  average  base  period  net  income. 

Law. — Section  713(e)(1),  section  713(f),  and  section  722(a). 

Regulations. — Section    35.722-2(b)  (1)     and     section    30.722 -2 (b)  (1),    as    amended    by 


T.  D.  5415. 


(1)    In  general. 

Under  the  provisions  of  section  713,  the  actual  average  base  period  net 
income  is  computed  under  certain  rules  contained  in  section  713(e)(1)  [which] 
provides  for  the  elimination  of  the  largest  deficit  in  any  base  period  year.  This 
provision  will  be  referred  to  as  the  "deficit  rule."    For  years  beginning  after 
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percent  rule"     Sertinn   7i?/n  Provision  will  be  referred  to  as  the  "75 

its  right  to  use  the  m^tSwh    Hs  most  bSkrto";^  "tT'  °^  ^^^^'^^ 

lair  and  just  amount  representing  normal  earnintrs  under  sertinn  7?9    ^u 

tr  35  72lifbTnu'T^  '''■'  T^T  30-722-2(b)(f)%r/R;|S„s' n2,  Tec! 
tion  jy7^2-2(b)(l)),  as  amended  by  T.  D.  5415,  provide  as  follows- 

h.seVel-,!ruTi^!11  ';"Jted°[n'lieu'of"Z"a';°".°'  =>  ^"-iT-'-e  average 
income  in  those  cases  to  which  section  722  is  aoDlicahl?  T?"?  *'*?*  P""'"'  "<=' 
such  amount  a  taxoaver  i<i  nnt  .^.I.i.i  .        applicable.    Tlierefore,  m  comput  ng 

(e)a),  re1a.ing'?o'?n'c7ease  in  b"a  fp'erod"ne  'fncoml  "oTt''"  !"  -«'°V^ 
o^T<;ie;;^earn--in^lii['ha^fo1Vl^ 

of  the  construct.ve  average  base  period  net  income  under  section  7^ 
(2)    The  growth  formula. 

..n  J''V-''°!if'°5  "^  the  Internal  Revenue  Code  relating  to  growth  was  not 
Profitrr  '"  I  '  ^T''  P'°^''J^^  Act  of  1940,  but  was  added  brthe  Exces 
Profits  Tax  Amendments  of  1941.    Congressional  committee  reports  on  the 
bil  indicate  an  intention  to  recognize  that,  for  a  growing  corporation  a  straight 

:^t^;;ofiTs"^^^  '^^^  ''"'''  '"^^-^  '^  "-   'f-  nfeasu?:Tord";t^erS' 

The  House  Report  No.  146,  C.  B.  1941-1,  page  553,  states  in  part  as  follows: 
Section  4.    Computation  of  Average  Base  Period  Net  Income 

pLs^^i^^  hlvrm"i.^e.lTL^td^ed  tn^  t^I!  b^j£e"rUl' h  4  T 
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and,  under  the  present  law,  the  same  credit  based  on  income.  One  of  these 
corporations  has  shown  substantial  growth  during  these  base  period  years  while 
the  other  has  maintained  a  constant  level. 

Excess  profits  net  income 
Tax  year  Corporation  A  Corporation  B 

;936 $   250,000  $    100,000 

l^il 250.000                     200,000 

938 250,000                     300,000      , 

^939 250,000                    400,000 

,       Total    1,000,000  1,000,000 

Average  .  .        250,000  250,000 

"To   give   these   two   corporations   the  same   excess-profits   credit  based   on 
mcome  as  does  the  existing  law,  operates  inequitably  in  the  case  of  Corporation  B 
S-A''nrJ^'""'"^''    ^'^^^   steadily    increased   during   the   base   period.     A    credit   of 
;t>^M),000  does  not  properly  reflect  its  earning  power  as  of  the  time  the  excess- 
prohts  tax  became  applicable." 

The  principle  underlying  section  713(f)  is  therefore  the  recognition  of  the 
factor  of  growth  in  computing  average  base  period  net  income.  Consequently 
a  proper  case  under  section  722  for  the  application  of  the  principles  of  the 
growth  formula  is  one  in  which  the  factor  of  true  growth  is  present,  but  has 
not  been  adequately  taken  into  account.  In  cases  in  which  section  722  has 
not  been  mvoked,  the  growth  formula  is  applied  automatically,  whether  or  not 
the  corporation  exhibits  true  growth.  Under  section  722,  a  fair  and  just 
amount  representing  normal  earnings  is  sought.  If  the  growth  formula  is 
applied  automatically  in  computing  constructive  average  base  period  net  in- 
come, regardless  of  true  growth,  the  result  may  be  a  distortion  of  normal 
earnings.  Therefore,  any  case  in  which  true  growth  is  not  demonstrated  is  not 
a  proper  case  for  the  application  of  the  principle  of  the  growth  formula. 

While  it  is  necessary  to  investigate  the  presence  of  true  growth  onlv 
when  the  earnings  in  the  second  half  of  the  base  period  exceed  those  of  the 
first  half,  the  mere  increase  in  earnings  is  not  a  conclusive  indication  of  true 
growth.  The  determination  of  whether  true  growth  is  present  involves  con- 
sideration not  only  of  the  corporation's  earning  experience,  but  also  of  the 
physical  volume  and  dollar  amount  of  its  sales. 

The  mere  increase  in  earnings,  where  the  physical  volume  of  sales  remains 
static  or  IS  decreasing,  does  not  represent  true  growth  and  the  principle  of 
section  713(f)  is  inapplicable.  Such  increase  may  have  been  solely  the  result 
of  lower  unit  costs  or  higher  sales  prices,  or  of  some  other  factor  unrelated 
to  expanded  operations. 

Ordinarily,  the  mathematical  formula  contained  in  section  713(f)  will 
correctly  compensate  for  the  factor  of  true  growth.  However,  in  some  cases 
It  is  possible  that  the  rigid  formula  mav  result  in  an  amount  in  excess  of 
normal  earnings  corrected  for  growth.  This  mav  come  about  by  reason  of 
one  or  more  "good"  years  in  the  base  period  which  cannot  be  adjusted  for 
any  specific  abnormality,  but  which,  through  the  application  of  the  mathe- 
matical formula,  produce  a  result  in  excess  of  any  reasonable  correction  for 
the  factor  of  true  growth.  When  this  situation  occurs,  the  exact  mathematical 
formula  should  not  be  used.  Instead  a  trend  of  reasonable  growth  should 
be  substituted. 

Under  section  722(b)(1)  and  (2)  reconstruction  of  average  base  period 
net  income  does  not  provide  for  the  factor  of  growth.  Therefore,  if  the  recon- 
structed income  for  the  second  half  of  the  base  period  exceeds  that  for  the 
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!!rtK^5 ''"•'^/'''f  'u*""^^*^  '^  ^?""'^  attributable  to  true  growth,  application 
of  the  principle  of  the  growth  formula  will  be  allowed 

taW.n  rnt"/.^'""?  -^1^^  ^^^  """  ^^*=.'°'"  °f  Srowth  ordinarily  will  have  been 
Hon  U  ri.H  ?""/  '"  *•'"  ^«°"f' ^"ction.  Therefore,  whether  the  reconstruc- 
whnll  T^       /fu"'  '^P"f!  ^^'^  P"'^'^  y^^'^-  °'-  fo--  the  base  period  as  a 

TInJlr"'%°  *''7,f^Kw.^^°''.""'^  '"  *^^  computation  will  not  be  allowed. 
th.  .M"^f ■\  ^e=t'0"  722(b)(4)  the  two-year  push-back  rule  will  account  for 
the  ini  lal  developmenta  period  of  the  new  or  changed  business  but  not  for  the 
normal  growth  thereafter.  Accordingly,  under  section  722(b)(4)  determi- 
nation will  have  to  be  made  as  to  whether  the  base  period  earnings  of  the 
it^PT'  ^l  f^onstructed  after  application  of  the  push-back  exhibit  true 
growth,  and  to  apply  section  713(f)  when  such  growth  is  exhibited. 

(3)    The  75  percent  rule  and  deficit  rule. 

112  Te^doT3^f72^^  109  section  30722-2(b)(l)  and  Regulations 

follows  ^5.722-2(b)(l),  as  amended  by  T.  D.  5415),  provide  in  part  as 

"Since  the  constructive  average  base  period  net  income  is  the  fair  and  just 

fnwT.  J?'^'!r^'"^  ""'""^^  earnings  and  will  reflect  adjustments  for  abnormally 

n^^HV     ^f""""^  r^?'  ^  taxpayer  having  computed  such  amount  is  not  entitled 

maddition  to  apply  the  rules  provided  by  section  713(e)(1)."  cnuuea 

The  75  percent  rule  and  the  deficit  rule  will,  accordingly,  not  be  applied  in 

section"722  constructive  average  base  period  net  income  under 

(F)    Cases  involving  the  application  of  both  section  722  and  section  721. 

Law.—Section  721(f). 
/?^^M/a/tonj._Section  35721-7. 

Sections  722  and  721  are  both  concerned  with  the  treatment  of  abnormali-- 
ThVI" l''''^-'^%o^^T''^  722  relates  to  abnormalities  in  the  base  period  income, 
taxable    eL^'rs  abnormal  income  during  the  excess  profits  tax 

^  Section  721  operates  to  transfer  or  "attribute"  to  other  years  certain 
income  of  the  excess  profits  tax  taxable  year  which  is  deemed  to  be  abnormal 
for  excess  profits  tax  purposes.  Section  721(a)  provides  for  the  determination 
ot  tfie  kind  and  amount  of  net  income  which  is  abnormal.  Section  72Ub) 
provides  for  the  determination  of  the  amount  of  net  abnormal  income  which 
is  attributable  to  other  years,  either  prior  or  future.  Section  721(c)  provides 
for  a  computation  of  tax  for  the  current  taxable  year,  which,  in  effect,  limits 
the  excess  profits  tax  to  an  amount  which  would  have  been  paid  had  the  net 
abnormal  income  been  reported  in  the  years  to  which  it  is  attributable 

Ihe  application  of  section  721  results  in  the  complete  exclusion  from 
income  subject  to  excess  profits  tax  of  anv  abnormal  income  which  is  attributed 
to  years  beginning  prior  to  January  1,  1940,  since  there  was  no  excess  profits 

f'^o^fn  if"  ^T'-  ^""^T^  "^^^^^  '^  attributable  to  vears  prior  to  January 
1,  1940  has  no  effect  upon  base  period  net  income  for  excess  profits  tax  purposes, 
bection  721  and  section  722  are  not  mutually  exclusive.  The  application 
of  one  section  does  not  prohibit  the  application  of  the  other  section  to  the 
same  taxpayer.  For  example,  a  taxpayer  may  be  entitled  to  the  benefits  of 
section  721  because  it  has  "income  arising  out  of  a  claim,  award,  judgment 
or  decree.  It  is  also  established  that  it  is  entitled  to  relief  under  section  722 
because  of  a  fire  in  the  year  1937  which  destroyed  a  part  of  its  plant  This 
taxpayer  would  be  entitled  to  the  benefits  obtained  by  the  application  of  both 
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sections.  However,  if  both  sections  are  applicable  and  the  ground  for  relief 
under  section  721  is  section  721(a)(2)(C)  and  the  basis  for  relief  under  sec- 
tion 722  is  operations  of  the  same  nature,  a  special  adjustment  must  be  made. 
Section  721(a)(2)(C)  provides  for  relief  if  income  is  received  during  the 
taxable  year  from  exploration,  discovery,  prospecting,  research  or  development 
of  tangible  property,  patents,  formulae,  or  processes,  or  any  combination  of 
the  foregoing,  extending  over  a  period  of  more  than  12  months.  Such  opera- 
tions may  also  be  grounds  for  relief  under  section  722(b)  (4)  if  the  corporation 
changed  the  character  of  its  business  to  include  such  operations  during  the 
base  period. 

If  such  income  is  taken  into  account  under  section  722  in  computing  con- 
structive average  base  period  net  income,  section  721(f)  provides  that  "only 
such  portion  of  the  income  in  the  taxable  year  *  *  *  as  is  attributable  to 
another  taxable  year  under  this  subchapter  shall  be  deemed  attributable  to  a 
year  other  than  the  taxable  year."  In  other  words,  any  income  attributable 
to  years  beginning  prior  to  January  1,  1940  is  deemed  to  be  attributable  to  the 
current  taxable  year.  Thus,  a  portion  of  the  income  which  was  excluded 
from  the  current  taxable  year  under  section  721  is  restored  to  the  current 
taxable  year. 

For  example,  assume  that  a  corporation  was  organized  and  commenced 
the  development  of  an  oil  lease  in  January  1938.  It  drilled  oil  wells  on  the 
lease  in  each  of  the  years  1938,  1939,  1940  and  1941.  In  its  return  for  1942 
It  claimed  the  benefits  of  section  721.  Net  abnormal  income  of  $60,000  was 
determined  to  be  attributable  to  prior  years  as  follows: 

1938 $15,000 

1939 25,000 

1940  10,000 

1941 10,000 

Total $60,000 

If  the  corporation  files  a  claim  for  relief  under  section  722  for  1942  and  is 
allowed  a  constructive  average  base  period  net  income  which  takes  into 
account  the  development  of  the  lease  during  1938  and  1939,  the  net  abnormal 
income  will  be  deemed  to  be  attributable  only  to  excess  profits  tax  taxable 
years  as  follows: 

1940 $10,000 

1941 10,000 

1942 40,000 

Total $60,000 

The  tax  computation  will  be  made  under  section  721(c)  on  the  basis  of  the 
above  allocation,  after  allowance  of  an  excess  profits  credit  computed  under 
section  722.  It  should  be  noted  that  a  new  allocation  to  the  prior  excess 
profits  tax  taxable  years  is  not  made.  For  example,  in  the  above  illustration 
a  reallocation  of  $40,000  (attributable  to  1938  and  1939)  to  the  years  1940  and 
1941  IS  not  made.  Section  721(f)  provides  that  only  the  income  attributable 
to  an  excess  profits  tax  year  will  be  deemed  to  be  attributable  to  a  year  other 
than  the  taxable  year.  Any  income  attributable  to  a  non-excess  profits  tax 
year  will  therefore  be  deemed  attributable  to  the  current  taxable  year. 

It  is  believed  that  there  will  be  few  instances  in  which  the  grounds  for 
relief  under  section  721  will  be  the  same  as  the  grounds  for  relief  under  section 
722,  other  than  cases  under  section  721(a)(2)(C).  In  any  such  instance  care 
should  be  taken  to  avoid  an  allowance  under  both  sections  which  would  result 
in  a  double  benefit. 
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(G)    Supplement  A  corporations 

vide  that  if  the  taxpayer  has  acouirlrl  tf^K  •  ^^^^^  °^  Regulations  112)  pro- 
ration, partnership,  17  indivE)  called  '<l"'f  °^  '"^  °'^"  P^^^°"  ("^"^P^" 
transaction  which  enables  the  taxnaver   ...      component  corporation"  in   a 

income  under  the  provi  Lns  of  Suppkment  A'"Cbf -'"'^  ^""l'  P^""^  "^^ 
corporation  shall  be  considered  to  be  IT^r!  .f  lu  ^"^'"«^s  °f  S"ch  component 
the  period  for  which  the   nr^!!^»  ^f        f       °^  ^''^  business  of  the  taxpayer  for 

the  computation  o  the  a™  basroerioTPr"'  <^°'-Pr!'°"  '^  '"''"^ed  in 
Supplement  A.  average  base  period  net  income  of  the  taxpayer  under 

income  oTfh^^cL'p^Lm'coroorT''''"^^^^  f"^'^  P^"^'!  •''ff^tinff  the  net 
sions  of  section  yTwi^lL  coSVTd  To  h''  ^°"'''  '""'^^  ^PP""*"^  ^^e  prov'! 
base  period  net  income  of  the  taxnlverF'  ^"  ^^'"f  *""  ^""dition  affecting  the 
ration  was  mereed  ?nto  1  HUfViK*^!^  ""^  example,  a  manufacturing  corpo- 

continuing  corporation  carried  on  W?  corporation  in  January  1940,  Ind  t^he 
developed  by  the  rnanufacturfnr  businesses  thereafter.   A  new  product 

included  in  i^e  average  L^^e^erfo^^^^^  '^'"'lll  '^'  P<="''^  "^  '"^^'"e  is 

product  developed  byTe'oXuing^tVni-       '^  '°""'"^'  *°  ''^  ^  "*=- 

is  noUnSd^fiTlhe'su^Jremrt  ^"io°moutr  ^  °'f  a  component  corporation 
because  of  the  provisions  ofTecdon  742^nm.^  °i'^^  acquiring  corporation 
corporation  will  not  be  considered  t/h^^^^  I'  tj'\t"f '"«s  of  the  component 
corporation.  considered  to  be  a  part  of  the  business  of  the  acquiring 

mined^'nrseTbf  a'corp^n^nt'cLrrS'  T  '"^°"^'^^^  ''""  ^-''^  ''eter- 
by  an  acquiring  corporS  ?he  acnu^r  n°"  ^°''  ^  P".'°'^  P"*""  *«  ''^  acquisition 
right  use  such  !onst?S  average  b"'""^  corporation  cannot  as  a  matter  of 

just  amount  representing  norSearntltn  T  '  T"'''  ^"^t't"'^  a  fair  and 
base  period  net  income  earnings  to  be  used  as  a  constructive  average 

transl'ct?ontu^bs\ttSya7tt'asU?o7a^".r^""^''  '"  ^  non-Supplement  A 
business,  if  as  a  result"^  such  Lnf.UV?u'^^''''°'"P°'"^''°"  ^^ich  then  ceased 
if  compaVabilitv  of  per°inen?oreratin.^^^^^  is  entitled  to  relief,  and 

rience  attributable  to  those  Lsets1ntLr!,''°"/  u  established,  income  expe- 
by  the  taxpayer  in   °s  reconstruction    qJ'''"'','  °^.'^^  Predecessor  may  be  used 

with  respect  to  thiftyTe  "f  '"'e     p'"^^^'     '"""*''  "'  ^  ""'"^ 

not  necessarilv  entitle  the  UxDaver^nr^Hlf    ^^f^  ^^^qV^'t'on  of  assets  does 

cate  existing  facilities  of  the  taxpayer  or  th/*^'  "'^"'^^^  ^'^^^'^  "^^X  dupli- 
the  taxpayer's  capacity  for  proSon  W.  ^^  ""^-^  represent  an  increase  in 
tions  of  the  predecessor  u^eHh^Il;  "'^'  ^"^  "*'"*  °f  '"^ome  and  deduc- 

that  they  rep'r^t^^rrm^Tip'eUinVSd^nT^^^^^^^^  *°  'V"^'"'^ 

that  the  taxpayer's  method  of  onen7in<;fhf"  ■•  '^^'^^  ™"st  be  taken 

used  by  the  predeceTsor  and  that  the  ,?i  f  .K  ^''  ^'^''"""^^  '"  *'^e  same  as  that 
and  deductions  properly  reflects  the  t.vnf  '  '  Predecessor's  items  of  income 

In  short,  the  useM'a  predlc'Lo  '   expTrience%TpS^^^^  '^7^"'°"^- 

parative  concern  and  must  he  ptt,>n^»^  K  ii  fu  "^epresents  the  use  of  a  com- 
which  relate  to  comparatives  ^       **"  qualifications  and  limitations 
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(A)    Preliminary  survey  of  claims. 

Before  a  claim  (Form  991)  is  examined  on  its  merits  it  will  receive  a 
prehmmary  mvestigation  to  ascertain  whether  it  is  otherwise  valid. 

A  claim  may  be  disposed  of  without  further  investigation  on  one  of  three 
grounds:  (1)  that  it  was  not  filed  within  the  statutory  period;  (2)  that  con- 
sideration is  barred  by  a  previous  agreement ;  or  (3)  that  there  is  no  excess 
profits  tax  for  the  year  in  question. 

Although,  in  general,  a  claim  under  section  722  must  be  filed  within  three 
years  from  the  time  the  return  was  filed,  or  within  two  years  from  the  time  the 
tax  was  paid,  this  period  may  have  been  extended  (subject  to  the  limitations 
of  section  322(b)(3))  by  a  waiver  under  section  276(b)  extending  the  time 
for  assessment  of  tax.  A  claim  (Form  991)  asking  for  the  determination  of  a 
constructive  average  base  period  net  income  for  a  given  year  in  order  to  secure 
the  benefit  of  a  carry-over  of  an  alleged  unused  excess  profits  credit  to  the  two 
succeeding  years  must  be  filed  within  the  statutory  period  applicable  to  the 
year  in  which  the  carry-over  is  to  be  used.  Consequently,  a  claim  is  not  un- 
timely filed  merely  because  the  statutory  period  has  run  with  respect  to  the 
year  in  which  the  carry-over  arose. 

An  application  for  relief  may  have  been  filed  for  a  year  in  which  there  is 
no  excess  profits  tax  liability,  possibly  as  a  precaution  in  case  a  tax  liability 
were  disclosed  by  an  internal  revenue  agent's  examination,  or  as  the  basis  for 
securing  a  carry-over  or  carry-back  of  a  larger  unused  excess  profits  credit. 
In  such  cases,  no  consideration  can  be  given  to  the  application.  If  a  redeter- 
mination of  the  excess  profits  credit  for  such  year  would  reduce  the  tax  liability 
for  another  year  an  application  for  relief  should  be  filed  with  respect  to  the 
year  for  which  such  reduction  in  tax  is  claimed. 

(B)    Defective  or  inadequate  claims. 

A  claim  not  filed  under  oath,  or  one  which  does  not  set  forth  information 
required  by  the  instructions  contained  in  section  30.722-5  (b),  Regulations  109, 
or  section  35.722-5 (b).  Regulations  112,  might  properly  be  disallowed  without 
further  investigation.  However,  considerations  of  good  administration  require 
that  the  taxpayer  should  be  given  reasonable  opportunity  to  perfect  the  claim. 
In  such  cases  the  taxpayer  should  be  advised  of  the  defects  or  inadequacy  and 
given  a  reasonable  time  to  amend  the  claim  or  submit  the  information  required. 
The  time  allowed  for  the  correction  of  such  applications  is  within  the  discre- 
tion of  the  field  office. 
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^S\u  ^^J^^^^^'  c^^e  Will  be  exercised  to  dist  n^uish  between  such  n*;p<i 
expired       "  "'"  ^''"""'^  "^  P^°P°^^^  ^^^^  ^^e  li„,uiu:ns  TenocJ  has 

(C)    Withdrawal  of  applications  for  relief 

in  writinS  exec"^eH  '.nT  i  I  ^"^'^  '"^''""''  f"""  withdrawal  should  be 
fnr  tv^l  i!r  ^""l^^^^cuted  under  oath  by  at  least  two  officers  empowered  to  sijm 
for  the  corporation,  and  the  corporate  seal  should  be  affixed    Ifthe  cornorat  on 

copv"onh  •  retluLTo/ thef  :f "f'^-^'°"'^  ''^^  --n^pani^  a  -S 
to  sLn  the  reaues      Tn  !,,il  "^  "'  D'/^^'"/'  ^^'"?  ^"""^  °^^^^^  authority 

will  b^  issued    In  anv..r    "'.f'  "°"°t'«°f  disallowance  under  section  732 
Te  ra  J  wnrh»;    ^"V^s*  •"  which  the  application  is  withdrawn  as  indicated 
the  case  will  be  treated  as  though  no  application  for  relief  had  been  filed 

o„lvTo"ho':e°Serin  which  t''''^  °'  applications  for  relief  ?s  applicable 
7     1  ^  tnose  cases  in  which  there  has  been  no  substantial  investip-itive  ;,rtJon 

prior  to  an  exa"t;.Hnn  °f  '"''"''*^  "t  "°'"P""  "^^  necessary  information 
prior  to  an  examination,  or  for  reasons  that  may  have  develooed  subsemipnt 
to  filing,  the  taxpayers  do  not  desire  to  pursue  their  appHcaVi^ns    '"''''*'"""' 

(D)    Publicity  and  interest  data. 

Loa'-Sections  722(g),  292(b),  3771(g). 

Section  208  of  the  Revenue  Act  of  1943  (enacted  February  19441  nrlrt^rl 
subsection    g    to  section  722.  This  subsection  provides  that  Sommssioner 

e^t    'uTd^ef  secton°72?ha  "h'^'  '",f ''^  ^'f?'''  ^'^^'^'"-  ''  '"  --TX" 
af  er  Tune  30   194^  ^u        r     ^"  ^""^^  ''"""^  ^^""h  fiscal  year  beginning 
atter  June  M,  1941.  These  lists  must  show  the  name  and  address  of  each  t^^ 
payer  the  business  in  which  it  is  engaged,  and  five  items,  as  foHows: 

2    -Th!  •^''"''  P-°'^u'  "^^'^  '^''•^""t  t*'^  application  of  section  722- 
ril  lu    !""«=»se  !"  the  excess  profits  credit  claimed ; 
4     T^    '""^^''^  l"  'he  excess  profits  credit  allowed  under  section  722- 

''^  S:o^/:::tion'72^!"and,'^-^"^^  '''''''  ^^^  ^-^'"^  ^-^  ^"^^  i?»- 
^^^  Jecdo^n™!!""^'"^  '"  '""""^  '^''^  resulting  from  the  application  of 

TT  . -'^.dif 'n<^tion  is  made  between  amounts  allowed  bv  The  Tax  Court  of  the 
whh  th.  T^^r  "'^  '-"""""t^^^wed  by  the  Commissioner.   If  a  pe^t"on  is  fi  ed 

r;  the  Court  as  weiraTth^'^'  ^'^  '"^  (^^"■!,"  '''''''  "^^  determinLtiCn  made 
oy  me  ^.ourt,  as  well  as  the  Commissioner's  determination 

The  gross  reduction  in  excess  profits  tax  is  the  difference  between  the 
excess  profits  tax  computed  without  the  application  of  section  722  and  be^o^e 
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any  credits  for  debt  retirement  or  foreign  taxes  or  any  adjustment  under  sec- 
tion 734,  and  the  excess  profits  tax  after  the  application  of  section  722  but 
before  such  credits  or  adjustment.  Similarly,  the  gross  increase  in  income 
taxes  referred  to  is  the  increase  in  income  taxes  computed  before  the  credit 
for  foreign  taxes.  For  taxable  years  beginning  in  1940  there  will  be  no  increase 
of  income  taxes  attributable  to  the  effect  of  section  722  on  excess  profits  taxes ; 
for  taxable  years  beginning  in  1941  net  income  will  be  increased  by  the  amount 
of  the  reduction  in  excess  profits  tax  (without  any  foreign  tax  credit  or  section 
734  adjustment)  caused  by  section  722 ;  while  for  taxable  years  beginning  after 
December  31,  1941,  normal  tax  net  income  and  surtax  net  income  are  generally 
increased  by  the  amount  of  the  decrease  in  adjusted  excess  profits  net  income 
produced  by  section  722. 

Public  Law  201,  approved  December  17,  1943,  in  addition  to  amending 
section  722(d)  added  to  the  Code  subsections  3771(g)  and  292(b)  relating  to 
interest.  Subsection  3771(g)  provides,  for  taxable  years  beginning  in  1940  or 
1941,  that  no  interest  shall  be  paid  on  "any  part  of  an  overpayment  *  *  * 
determined  by  the  Commissioner  to  be  attributable  to  the  final  determination 
of  an  application  for  relief  or  benefit  under  section  722."  For  taxable  years 
beginning  after  December  31,  1941,  this  subsection  provides  that  interest  on 
any  part  of  an  overpayment  attributable  to  section  722  shall  not  be  paid  for  any 
period  prior  to  September  16, 1945,  or  one  year  after  the  filing  of  the  application 
for  relief  for  such  year,  whichever  is  the  later. 

In  general,  this  subsection  applies  only  to  overpayments  of  excess  profits 
tax,  since  ordinarily  a  final  determination  of  an  application  for  relief  under 
section  722  results  in  a  reduction  of  excess  profits  tax  or  adjusted  excess  profits 
net  income  which  in  turn  produces  a  deficiency,  rather  than  an  overpayment, 
of  income  taxes.  However,  where  the  taxpayer  uses  in  its  excess  profits  tax 
return  the  constructive  average  base  period  net  income  determined  under 
section  722  for  a  prior  year,  there  may  be  an  overassessment  of  income  taxes 
attributable  to  "the  final  determination  of  an  application  for  relief  or  benefit 
under  section  722."  In  such  a  case  the  final  determination  might  be  the  allow- 
ance of  a  smaller  excess  profits  credit  than  that  used  in  the  excess  profits  tax 
return,  with  corresponding  increase  in  the  adjusted  excess  profits  net  income 
used  as  a  credit  under  section  26(e)  in  computing  income  taxes.  This  situation 
may  arise  in  the  application  of  the  variable  credit  rule  to  a  taxpayer  which 
abandons  an  established  change  in  character  in  a  subsequent  year  but  fails  to 
reduce  its  constructive  average  base  period  net  income  accordingly. 

Subsection  (b)  of  section  292  deals  with  interest  on  deficiencies.  For 
taxable  years  beginning  prior  to  January  1,  1942  no  interest  shall  be  charged 
on  "any  part  of  a  deficiency  *  *  *  determined  by  the  Commissioner  to  be  at- 
tributable to  the  final  determination  of  an  application  for  relief  or  benefit  under 
section  722."  In  general,  this  provision  applies  only  to  deficiencies  of  income 
taxes  for  taxable  years  beginning  in  1941.  It  would  also  apply,  however,  to  a 
deficiency  of  excess  profits  tax  for  either  1940  or  1941  resulting  from  a  redeter- 
mination reducing  the  constructive  average  base  period  net  income  after  a 
refund  had  previously  been  allowed. 

For  taxable  years  beginning  after  December  31,  1941,  this  subsection 
provides,  in  general,  that,  for  "any  part  of  a  deficiency"  attributable  to  the 
application  of  section  722,  interest  shall  be  charged  only  for  periods  after  Sep- 
tember 16,  1945,  or  one  year  from  the  filing  of  the  application  for  relief  under 
section  722,  whichever  is  the  later.  This  provision  applies  principally  to  de- 
ficiencies of  income  tax  resulting  from  a  decreased  credit  under  section  26(e) 
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erage  base  period  net  income  a/ter^  r.^  ^  ^'"1"^"°"  "^  ^''^  constructive  av- 
the  basis  of  a  rreviou^d^erm  nation  nf"^  ^"^  ''"""  '"^''l^'  ^^  ^  return  filed  on 
period  net  income  determmat.on  of  a  larger  constructive  average  base 

^^^^^I't^^'^T^t^^^^^^^  f-  -'^f  f-  the  calendar  year 

of  $100,000  is  allowable  There  are  no  nth  a-^^  ^'°^^^  "^'*'' '"  '^e  amount 
or  excess  profits  t?x  liabHhy  A  refund  of  $&?''  '""'"''"J  ''''  '"^^'"^ 
deficiency  of  $18,600  normal  tav  IVaI  ?  *^'°7.  ^'^"ss  profits  tax  and  a 
under  section  722  wourd  bTa'  nolnterlf  '^  ^Jf^ulf  ng  from  the  adjustment 
tion  was  made.  ""'  regardless  of  the  date  the  determina- 

those'^a^ZK'^o"  ihe'rpliS  IV'^f-  ^-//i-t^-ts  in  addition  to 
292(b)  place  restrictioS  on'ttfn  eLt  wwHs  cn^  Se^^"^  3771  (g)  and 
a  refund  or  deficiency  "attrih„f,Ki„V  1  ^""^," '«  computed  on  "any  part"  of 
for  relief  or  benefirunder  se  don  'y^''  t^'  ^^'^^iption  of  an  application 
interest  will  be  allowed  or  charged  of.n  u    ""^^'""'ons  require  that  no 

for  years  beginning!  1940  anTirand^SPr'mz  ^^^'^"h  °^  "'"""''""y 
no  interest  will  be  allnwpH  r^r  nU^^     \      •    ^nat  tor  1^4^  and  subsequent  years 

after  filing  the  ap^pll^ad^n  for  '    fe  'Srve^rthe  TatS  'Vt  T"'^''' 

?rr  ThT  ^e°ctST2rai;:.^stS  °^?tV^?  -rd^rcL^nc^^s^.!!? 

partially  offset  by  ofher  adius^men,,  "  J'^f  adjustment  under  section  722  is 
tax  liability  tL  interest  wnn^tK  '"'  *!"''  to  increase  the  excess  profits 

of  the  foregoinV  statutorv  nrn^^^      computed  on  the  net  refund.   In  thl  light 

deficiency  of  refunTwWch^rattrTbTab?eto''7-^*"*!,''"^  °". '''='*  P^'"  °f  ^ 
absence  of  similar  provisions  for  th.  .  /!  '^^  "?*^"  '^<^tion  722  and  the 

and  refund  atTributable  tTnnn  «Ll-  ''?5;P."*''t>on  of  interest  on  deficiencies 
Congress  to  sXec   the  entire  amou^^^^^^^  '^  t^^  ^PP"«"t  intent  of 

to  the  restrictions  reearZlrofwh^fl,  '^^l!"'i  attributable  to  section  722 

to  ordinary  aS^siSs  and  to^ectinn'  7^9"°'  '^^  ^^terminations  with  respect 

iTerSinedStnStfollt^ 

interest  would  be  due  on  thl  t^flT,  .    r    *TI  tax  liabiiitv.   Accordingly, 

other  issues  from  the  due  date  for  fir"      ?l  ^  ^^^"^n^y  attributable  to  such 

allowed  on  the  total  amonnt^^^'^  ''^'"'""'  ^"'^  '"'^'■^''  "^""'^  ^^^ 

ment  under  section  722 T,  ^e  overassessments  attributable  to  an  adjust- 

t  under  section  722  but  only  for  the  time  provided  by  section  3771(g 

10  Illustrate,  assume  that  for  the  calendar  vear  lOili  ft,.  r 

oth J;  a^dl^s^me^^slrf'^ir  ^^ V^"'^  ^^^L^Z  o^MZn /^tTi 
^Liici  dujubiments  are  made  which  increase  net  inrnm^  «;:t;nnnn    ^u 

tation  of  the  overassessment  attributable  to  smir72T JoJiHe  a's^oE; 

Excess  Profits  Tax  „  Without         After 

Net  income  "     ''**'*'""  '^^  ^*'*^"«»  '22 

Less:  Specific  exei„p.io„  and  excess  profits  credit  n"S,r    ^'X    ^fS 
Adjusted  excess  profits  net  income p^  J^y^    ^M 

Pr'eviousT  ass^sred^'""^ $^^^   tX^^  fH^ 

Deficiency   (or  overassess.ent) ::::::  .■■.■:.... :  J^  ^^^ 
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Without  After 

Normal  Tax  and  Surtax  Beturn     Section  122  Section  722 

Net  income  before  excess  profits  tax $210,000    $260,000  $260,000 

Less:  Excess  profits  tax 51,500        76,500        28,000 

Normal  tax  and  surtax  net  income $158,500    $183,500  $232,000 

Normal  tax  and  surtax  liability $  48,885     $  56,635  $  71,670 

Previously  assessed    48,885        48,885 

Deficiency    $     7,750  $  22,785 


Attrib- 
Without  After  utable  to 

Section  722   Section  722  Section  722 


Summary 

Excess  profits  tax  deficiency  (or  overassessment)  $  25,000    $(23,500)  $(48,500) 
Normal  tax  and  surtax  deficiency 7,750        22,785         15,035 


Net  deficiency  (or  overassessment) $  32,750    $      (715)  $(33,465) 


Interest  will  be  charged  on  the  deficiency  of  $32,750.  No  interest  v^rill  be  allowed 
on  the  overassessment  of  $33,465  for  the  reason  that  subsection  3771  (g)  provides 
that  no  interest  will  be  paid  on  overassessments  attributable  to  section  722  for 
taxable  years  beginning  in  1940  and  1941. 

There  are  two  important  exceptions  to  the  general  provisions  contained 
in  section  292(b).  The  first  is  that  interest  shall  be  charged  on  a  deficiency 
of  excess  profits  tax  resulting  from  a  deferment  under  section  710(a)  (5).  Thus, 
a  taxpayer  with  an  excess  profits  tax  liability  of  $90,000  without  the  applica- 
tion of  section  722  might  claim  that  there  would  be  no  excess  profits  tax  with 
the  benefits  of  section  722.  On  the  return  33  percent  of  $90,000,  or  $29,700, 
would  be  deferred,  and  $60,300  would  be  payable.  If  the  final  determination 
of  the  claim  under  section  722  resulted  in  an  excess  profits  tax  of  $75,000,  the 
claim  being  allowed  only  in  part,  a  deficiency  of  $14,700  would  result.  Since 
the  taxpayer  will  have  had  the  use  of  this  amount  during  the  interval,  interest 
is  properly  chargeable  on  the  deficiency. 

The  other  exception  relates  to  a  deficiency  of  income  taxes  where  a  defer- 
ment under  section  710(a)  (5)  has  been  made.  In  such  cases  interest  is  charged 
on  that  portion  of  a  deficiency  of  income  taxes  arising  from  the  application  of 
section  722  which  exceeds  a  refund  of  excess  profits  tax  resulting  from  the 
application  of  section  722.  This  may  be  illustrated  as  follows : 

The  taxpayer's  net  income  and  excess  profits  net  income  for  the  calendar 
year  1942  is  $305,000,  and  the  actual  excess  profits  credit  is  $100,000.  Attached 
to  the  return  is  an  application  for  relief  under  section  722  alleging  that  a  con- 
structive average  base  period  net  income  should  be  allowed  which  would  result 
in  a  credit  of  $200,000.  A  deferment  of  excess  profits  tax  in  the  amount  of 
$29,700  is  claimed  under  the  provisions  of  section  710(a)  (5),  which  is  correctly 
computed  as  33  percent  of  the  reduction  in  excess  profits  tax  resulting  from 
the  application  of  section  722. 
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credk  of  sTsnE?/  T'  '^^'-'^^  '^^^^^'^  '^  ^"t'"*=d  ^o  an  excess  profits 
credit  of  $150,000  under  the  provisions  of  section  722.  Assuming  there  are  no 
other  adjustments,  the  following  computations  will  result  • 


Excess  profits  net  income 

Less:  Specific  exemption  and  excess  profits  credit 

Adjusted  excess  profits  net  income 


Per  Return 

$305,000 
105.000 


After  Allow- 
ance of 
Section  722 

$305,000 
155,000 


Excess  profits  tax  at  90% 

Less:  Amount  deferred  (33%  of  $90,000) .  .  "  '^'29,>00 

Tax  as  shown  on  the  return 

Overassessment  of  excess  profits  tax 


$200,000        $150,C00 
$180,000        $135,000 


$150,300  150,300 


$305,000 
200,000 


Net  income    

Less:  Adjusted  excess  profits  net  income!    ' .  . 

Normal  tax  and  surtax  net  income •  $105  000 

Normal  tax  and  surtax  at  40% $  42  000 

Deficiency  of  income  taxes " 


$  15,300 

$305,000 
150,000 

$155,000 

$  62,000 

$  20.000 


In  accordance  with  the  provisions  of  section  292(b),  interest  will  run 
from  March  15,  1943,  on  the  excess  of  the  deficiency  in  income  tax  oZ  the 
overassessment  of  excess  profits  tax  ($20,000  minus  $15,300)  or  $4,700. 

The  reason  for  the  full  interest  charge  on  $4,700  is  not  readily  apparent 
Trn/f!T'''  r"^/  explanation.  The  deferment  is  33  percent  of  the  excess 
profits  tax  refund  claimed.  There  is  no  adjustment  of  income  taxes  because 
of  the  deferment.  However,  if  the  claim  is  allowed,  the  refund  of  excess  profits 
tax  of  90  percent  will  be  offset  by  a  deficiency  of  income  tax  of  40  percent  The 
net  refund  will  therefore  generally  be  50  percent  of  the  increase  in  the  excess 
profits  ^edit^  Thus,  in  the  above  example  an  increase  in  the  excess  profits 

L'fnV%1S^7':;'l''^^"'"l^  '''''''  ^"  ""  overassessment  of  excess  profits 
IA9I T^'T  u^  <ieficiency  of  income  tax  of  $20,000,  or  a  net  overassessment 
ot  V^OOO.  But  the  taxpayer  has  already  deferred  $29,700  and  it  should  there- 
tore  pay  interest  in  full  on  the  excessive  deferment  of  $4,700. 

If  the  taxpayer  is  allowed  an  excess  profits  credit  which  produces  a  net 
refund  equal  to  the  amount  deferred,  there  will  be  no  net  refund  or  deficiency 
1  hus  in  the  above  illustration  an  increase  in  the  excess  profits  credit  of  $59  400 
would  produce  the  following  result:  • 

Excess  profits  net  income $305  000 

Less:  Specific  exemption  and  excess  profits  credit 164,400 

Adjusted  excess  profits  net  income $140  600 

Excess  profits  tax  at  90% $126540 

Excess  profits  tax  assessed 150300 


Overpayment  of  excess  profits  tax * 


23,760 
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Net  income   $305,000 

Less:  Adjusted  excess  profits  net  income 140,600 

Normal  tax  and  surtax  net  income $164,400 

Normal  tax  and  surtax  at  40% $  65,760 

Previously  assessed   42,000 

Deficiency  of  income  taxes $  23,760 

In  some  instances  the  increase  allowed  in  the  excess  profits  credit  may  be 
small  in  proportion  to  the  increase  claimed.  If  a  deferment  under  section 
710(a)(5)  is  claimed  in  such  cases,  there  will  result  a  deficiency  in  both  income 
and  excess  profits  taxes.  Thus,  in  the  above  example  assume  that  an  increase 
in  the  credit  of  only  $30,000  is  allowed.  The  tax  computation  would  be  as 
follows : 

Excess  profits  net  income $305,000 

Less:  Specific  exemption  and  excess  profits  credit 135,000 

Adjusted  excess  profits  net  income $170,000 

Excess  profits  tax  at  90% $153,000 

Excess  profits  tax  assessed 150,300 

Deficiency  of  excess  profits  tax $    2,700 

Net  income   $305,000 

Less:  Adjusted  excess  profits  net  income 170,000 

Normal  tax  and  surtax  net  income $135,000 

Normal  tax  and  surtax  at  40% $  54,000 

Previously  assessed   42,000 

Deficiency  of  income  taxes $  12,000 

Total  deficiency  $  14,700 

Both  deficiencies  will  bear  interest  from  March  15,  1943.  Since  an  increase 
in  the  excess  profits  credit  of  $30,000  would  result  in  a  net  overassessment  of 
$15,000  and  the  taxpayer  has  deferred  $29,700,  it  should  pay  interest  in  full  on 
the  excessive  deferment  of  $14,700. 

If  the  increase  allowed  in  the  excess  profits  credit  is  large,  the  taxpayer 
may  be  entitled  to  more  than  it  has  deferred.  Thus,  in  the  above  example 
assume  that  an  increase  of  $60,000  is  allowed.  The  tax  computation  would  be 
as  follows: 

Excess  profits  net  income $305,000 

Less:  Specific  exemption  and  excess  profits  credit 165,000 

Adjusted  excess  profits  net  income $140,000 

Excess  profits  tax  at  90% $126,000 

Excess  profits  tax  assessed 150,300 

Overassessment  of  excess  profits  tax $  24,300 
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Net  income   j3Qr  qq^ 

Less:  Adjusted  excess  profits  net  income ....'.'.'.'.'.'.'.'.'.'.'.'..'.      [  '     Ho'oOO 

Normal  tax  and  surtax  net  income $165  000 

Normal  tax  and  surtax  at  40% ^  fAom 

Previously  assessed    ]'.'.'''.'.'.'.'.'.'.'.'.'.'.'.'.'.'.'.'.[       42;000 

Deficiency  of  income  taxes $  24  000 

Net  overassessment   T       7^ 

Since  the  deficiency  in  income  taxes  does  not  exceed  the  overassessment 
of  excess  profits  taxes   interest  will  not  start  to  run  on  either  deficiency  or 

3f.'f.-''T"'  Tl^  September  16,  1945,  or  one  year  after  the  filing  of^he 
application  for  relief,  whichever  is  the  later  5        "  -^ 

attrih?,fn^hlT'r,!"^  ^''r  P°"'°."  °^  ?  deficiency  or  overassessment  which  is 
attributable  to  the  application  for  relief  under  section  722,  consideration  must 
be  given  to  any  increase  in  an  unused  excess  profits  credit  carry-over  or  carry- 
back resulting  from  the  application  of  section  722  to  a  prior  or  subsequent 
year.  In  making  the  tax  computation  prior  to  the  application  of  section  722 
he  unused  excess  profits  credit  carry-over  or  carry-back  is  determined  without 
72I  w"ll  /,^^  '''.*'°"  ^^^-  ^^l  *^"^'  computation  after  the  application  of^ect°on 
of  section  722  '"      ^"°""'  ^^e  corrected  unused  credit  after  the  application 

The  foregoing  may  be  illustrated  by  the  following  example  • 

Assume  that  for  the  years  1941  and  1942  the  taxpayer  has  an  actual  excess 

rill  n^f "  °^  ^^°^V^-  ^?^  ^^^  '''  "^*  '"=°'"^  wasVlO,000  and  its  excess 
profits  net  income  after  adjustments  under  section  711(a)  was  $405  000  It 
paid  no  excess  profits  tax  for  1941  and  had  an  unused  excess  profit's  credit 
f^'^7T'-.l°}^^^  °^^'^  ^^'^"^  -^^  'ts  actual  excess  profits  credk  For S^ 
It  hied  with  Its  return  an  application  for  relief  under  section  722  claiming  an 
increase  in  its  excess  profits  credit  and  unused  excess  profits  credit  carry-over 

1941  and  ^9^2"^  !f  f"  '*'/*If'.lS'°^*'  "^'^K°^  ^^^'^  f°^  ''"'^  °f  the  years 
section  71  n/nV^^\  deferred  $41,580  excess  profits  tax  under  the  provisions  of 
cTedh  Jim(^k  uT"  determined  that  an  increase  in  the  excess  profits 
credit  of  $30  000  should  be  allowed  for  each  year.  Other  adjustments  increased 

HonM  f°":'  ^^A-^  '"  '^^'  ""^  ^-^  '"  1^2.  Assume  \he  foUowing  add^ 
tional  facts  and  computations  of  tax  for  1942 : 

Excess  Profite  Ta»  Without      After  Scc- 

M       •  Brian     Section  722     tlon  722 

Wet  income  $405,000    $465,000    $465,000 

Less:  Specific  exemption  and  excess  profits  credit      $105,000    $105,000    $135  000 
Unused  credit  carry-over 40,000         None        aoioOO 

$145,000    $105,000    $155,000 
Adjusted  excess  profits  net  income $260.000    $360.000    $310000 

g^r^?:^e::l^cl^^^sec.ion  710(a)(5):::  ^^    *^   ^^^^ 
Excess  profits  tax  assessed $192,420      192,420       192.420 

^'^''^'^^y ~  ii^i;?^  j-^ 

Less:  Deferment  under  section  710(a)(5) 41,580  ' 

Deficiency  attributable  to  income  adjustments   .  $  90,000 
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Without  After 

Normal  Tax  and  Surtax  Return     Section  722  Section  722 

Net  income   $410,000    $470,000    $470,000 

Less:  Adjusted  excess  profits  net  income 260,000      360,000      310,000 

Normal  tax  and  surtax  net  income $150,000    $110,000    $160,000 

Normal  tax  and  surtax  at  40% $  60,000    $  44,000    $  64,000 

Previously  assessed    60,000        60,000 

Deficiency   (or  overassessment) $(16,000)  $     4,000 

Attributable 
Without    After  Sec-    to  Section 
Summary  Section  722     tion722  722 

Excess  profits  tax  deficiency  (or  overassessment)     $  90,000    $  86,580    $  (3.420) 
Normal  tax  and  surtax  deficiency  (or  overassess- 
ment)         (16.000)  4,000        20.000 

Net  deficiency  (or  overassessment) $  74,000    $  90,580    $  16,580 

Interest  will  be  charged  on  the  deficiency  of  $74,000  from  March  15,  1943. 
Since  the  deficiency  of  income  tax  ($20,000)  exceeds  the  overassessment  of  excess 
profits  tax  attributable  to  section  722  ($3,420)  interest  on  the  excess  of  $16,580 
will  be  charged  from  March  15.  1943. 

(E)    Disposition  of  examined  claims. 

Law. — Sections  732.  272  and  322. 

Regulations. — Section  35.732-1. 

Tax  Court  Decision.— Uni-Term  Stevedoring  Co.,  Inc.,  (1944)  3  T.  C.  917  [CCH  Dec. 
13.947]. 

(1)  Relationship  of  claims  under  section  722  to  other  issues. 

A  taxpayer's  right  to  relief  may  be  determined  separately  from  other  issues 
affecting  its  tax  liability.  Uni-Term  Stevedoring  Co.,  Inc.,  (1944)  3  T.  C.  917 
[CCH  Dec.  13,947].  Generally,  it  is  the  policy  of  the  Bureau  to  consider  a 
taxpayer's  claim  for  relief  at  the  same  time  other  issues  affecting  its  tax  lia- 
bility are  considered.  However,  a  separate  determination  may  be  made  where 
extended  consideration  of  the  claim  for  relief  is  indicated.  The  matter  is  one 
for  administrative  discretion  and  consideration  should  be  given  to  the  avoid- 
ance of  accumulation  of  interest  in  favor  of  or  against  the  taxpayer,  to  the 
prompt  collection  of  the  revenue,  and  to  the  taxpayer's  convenience  where  not 
prejudicial  to  the  Government.  Upon  a  determination  of  the  taxpayer's  right 
to  relief,  a  statutory  notice  will  be  issued  in  accordance  with  the  following 
procedure. 

(2)  Issuance  of  statutory  notices  by  internal  revenue  agents  in  charge. 
Section  732(a)  states  that  if  a  claim  for  refund  is  disallowed  in  whole  or 

in  part,  "the  Commissioner  shall  send  notice  of  such  disallowance  to  the  tax- 
payer by  registered  mail."  Accordingly,  formal  statutory  notices  of  disallow- 
ance will  be  issued  in  all  cases  in  which  such  a  claim  is  disallowed  in  whole 
or  in  part,  even  though  the  taxpayer  has  agreed  to  the  total  or  partial 
disallowance. 

The  statutory  notice  of  partial  or  total  disallowance  will  be  issued  by  the 
internal  revenue  agent  in  charge  in  any  unagreed  case  in  which  no  request 
has  been  made  for  a  hearing  before  the  Technical  Staff.  The  statutory  notice 
of  partial  or  total  disallowance  will  be  issued  by  the  internal  revenue  agent 
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in  charge  upon  instruction  bv  the  Technirnl  ^toff  ;^  ^  i  .  i    , 

considered  by  the  Staff  whilJ in  tV,!  ..      in^  "  ^"^^  ""^^^  ^^^^^  ^^s  been 

carefurtv\Sy:i'rn^?tt1tat^s°of  £"  ^^^  '^^"°"^^  '"."^^"'^  -  '"  P"'- 
be  made    SertirTn  ??  yri^J  ^    n        ,    ^  application  as  a  claim  for  refund  will 

for  the  year  in  question  whkh  exSf  the  reduce^t^^^^^^^  '\  "'"•'  ^l°^'f  ?"^ 

?fihf tSp-er  Si^  rL^e^^p;x  S'^^^^^^  ^^-"^^''"  "-"- 
sCnt  -^-^::sS^r^^^^^^-  ihe'Sr^rS 

calendar  year  1942  whrcrnHoi^n?ff  '^'"'  ^i^P""  }°  applications  for  the 

have  be  Jfiled  wSi^s/x^'^oTh;    ft  J  hrdlte  rscribed  ^"filin?!^^  ''r'" 
and  with  resoect  to  Fnrmc  QOi  ^i^^      -X  It/       prescnoea  tor  hhng  the  return, 

section  710(a)(S)     In  such^i3^e^'l7;^'';i'^  '^'T  '°  °^'V^-  deferment  under 

tax  was  paid  with  an  Lendedrett;°'- /n^fi''^'"  an  additional  amount  of 
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Abandonment 
.  war  Induced  changes  in  operation,   pro- 
duction or  management 124 

Abandonment  of  change  In  character  of  busi- 
ness 

.  variable  credit  rule     124 

Abnormal  base  period  deductions  151 

.  normal  earnings,  inadequate  standard...   128 

.   relief  measures  9 

Abnormal  base  period  income 154 

relief  measures   9 

transferred  to  other  years   154 

Abnormal  circumstance,  effect  70 

Abnormality  In  base  period 

interruption  of  production  28 

Abnormally  low  Invested  capital 

normal  situation  in  some  industries 134 

Accounting  data 

determination  of  cyclical  profits 37 

Accounting  method 
.  normal   earnings,   inadequate   standard 

128,   129 

.    .  average  base  period  net  Income  differ- 
ent         129 

Acquiring  corporations 

.   base  period  Income   156 

Acquisition  of  competitor's  assets  67,  116 

Additional  product  furnished,  same  capacity 

utilized    117 

Additional  product  utilizing  additional  capa- 
city for  production   117 

Additions  or  reductions  in  capital 

adjustments  to  excess  profits  credits 120 

Adjustments 

.  capital  additions  after  commitment 119 

.  excess  profits  tax  liability  160 

.   refunds  and  deficiency   160 

selling  prices,  push-back  rule  105 

Administration  of  relief 
.   "sympathetic  administration"    11 

Administrative  expenses 

Increase  In  sales   99 

Advertising  expenses,  reconstruction 109 

Affiliated  corporations 
.  consolidated  return,  privilege  removed 

overstatement  of  net  Income  38 

Amortization  of  Intangible  assets 132 

Application  for  relief 

.  claim  for  refund,  status   166 

withdrawal    158 

Application  of  push-back  rule  90 

Application  of  relief  11 

Assumed  demand  conditions  81 

Average  base  period  net  income  20 

accounting  methods 

normal  earnings,  inadequate  standard  129 

adjusted  to  normal  base  period  level     .  .  36 
adjustment 

.  Interest  paid  out 38 

.  Interruption  or  diminution  of  produc- 
tion       21 

.  ratio  of  earnings  to  capacity 33 

.  sporadic  profits    44,  45 

commencement  of  business  135 
commencement  or  change  in  character  of 

business    47 

component  corporation  acquired  156 

computation        152 

construction  of    135 

deductions  abnormally  large 128 


Average  base  period  net  income — continued 

deficit  rule      151 

earnings  computed    35 

growth  formula  151,  152 

higher  than  long-period  average  37 

inadequacy  72,  127 

.  relief  based  on 13 

.  resulting      from      commencement      or 

change  In  character  of  business           .  49 
.  resulting  from  interruption  or  diminu- 
tion of  normal  production,  output  or 

operation    18 

Inadequate  representation  of  high  profits 

.  sporadic  profits   46 

inadequate  standard  for  normal  earnings  48 
interruption  or  diminution  of  normal  pro- 
duction affecting 17 

normal  earnings  and  profits 20,  24 

.  profits  cycle  affecting  27 

.  temporary  depression 22 

normal    operations    of    new    or    changed 

business  reflected  In              71 

ratio    of    nonborrowed    capital    to    total 

capital,    affecting 64 

reconstruction  of     20,  25,  28,  33,  134 

.  miscellaneous  problems                     148 

.  normal  income  as  average  income  ....  37 

relation  to  statutory  base  period 74 

75  per  cent  rule 151,  152 

temporary  economic  depression  22 

Average  borrowed  capital 

.  reconstruction  methods       112 

Average  equity  Invested  capital  computed 

.  ratio    of    nonborrowed    capital    to    total 

capital   64 

.  reconstruction  methods   112 

"Average  Invested  capital"  defined 131 

Average  rate  of  profits 

basis  for  reconstructing  normal  earnings    34 

Award,  income  from 154 


Background  of  general  relief 9 

Base  period    71 

abnormal  income  or  deductions 14 

abnormality  occuring  in    28 

average  level  of  profits 44 

compared  with  prior  periods  34 

competitive  position  in  industry  during  .     84 
computation  of  normal  earnings  92 
constructive  average  base  period  net  in- 
come, allocated  to    150 

corporation's  rate  of  return  during 37 

curve  of  profits    34 

deductions,  abnormally  large   128 

dividends  distributed   149 

earnings 

computed    33,  110 

depressed 

.   variant  profits  cycle 30,  33 

level  at  end  of 91 

reconstructed    32 

event   causing    inadequate   normal    earn- 
ings   

excess  profits  net  income  determined  ... 
high  production  and  profits 
.  adjustment  for  inadequate  representa- 
tion   

high    profits    years.    Inadequately   repre- 
sented 
.  sporadic  profits  45 


127 
148 


41 


9' 


<r' 
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ontlnued 

impairment    of    business    and    earnings 
during  ** 

war  causing       .  .  2a    ■?<i 

inadequacies  

economic  factors  causing  in 

industry  earnings  compared  with  tax- 
payer's earnings  3^ 
industry  index  used  In  reconstruction  of  in 
market  conditions  not  representative  86 
net  Income  inadequate  07 
nornial  earning  level  not  reached  by 
end  of                                                          "^ 

computation  of  normal  earnings  72 

normal  earnings  computed  92 

normal  income  determined  by  28 

normal  operating  conditions 

post-war  consequences  74 

normal  operations  of  business  commenced 

or  changed  in  character  71 

overstatement  of  net  Income  li 

profits  cycle  

business   depressed    27 

different   from    business  cycle ?« 

substitute  data    

ratio  of  earnings  in.  to  extended  period 


36 

35 


40 

43 
27 
35 


reconstruction  methods  o^ 

sporadic  profits 

average     percentage     relationship     of 

profits    computed 
Inadequately  represented   . 
subnormal  income 

tariff  rates  causing  depreslon 25 

unusual     event    continuing     Into    excess 
profits  tax  taxable  year  24 
Base  period  ending  after  December  31.  1939     146 
application  to  push-back  rule                        147 
.  right  to  relief  resulting  from  event  occur- 
ring during  base  period  but  after  De- 
cember 31,    1939    146 

Base  period  Income  adjustment 

purposes  of  relief   9 

.  long-time  earnings  33 

Bonds,  retirement  or  discharge 

application  .  .„ 

.  deductions  on  account  of. . .  143 
Borrowed  capital 

abnormally  large    53^ 

.  industries  normally  with  borrowed  capital 

• 138 

.  Industries    normally    without    borrowed 

capital   J,. 

.  Interest,  adjustment  for     137 

Interest,  deduction  for  135 

"Borrowed  Invested  capital"  defined 131 

Business 

change  In  operation  of 113 

commenced  late  in  base  period 

reconstruction  jQg 

declining  v.  temporary  depression  22 

depressed   in   base  period  22  27 

earnings  cycle  of   '  og 

economic  depression 

affecting  costs,   expenses,   etc.  23 

excise  taxes  absorbed  by  taxpayer  >s 

financial  hardships  of  patrons  25 


general  decline 

impairment  caused  by  Japanese  Invasion 
of  China 


24 


25 


Intangible  assets  as  expenses  132 

normal  cyclical  pattern  of  profits 27 

normal  earnings  attrlbuUble  to  73 

normal  fluctuations  ,4 

operation  changed  54 

profits  cycle  determined     ......  29 


Business— continued 

profits  cycle,  substitute  data 

profits  differing  from  profits  generally 

Business  cycles 

characteristic  behavior 
.  defined  

"depression"   Industries 

existence  established 
length  of 

primary  qualification  for  relief 

recovery  phase  

variation,  inadequate  historicai  proof 
.  variation.  Insufiiclent  data 
variations  from  general  ... 


36 
27 

30 

28 

29 

30 

28 

33 

30 

33 

32 

30 


Calendar  year  taxpayer 

ratio    of   non-borrowed   capital    to   total 
capital  gj 

Capacity   for  production   or  operation— See 

for"       °^"^^*°"    o^   operation,    capacity 

Capital  additions  after  commitment,  adjust^    ^^ 

ment  for no 

Capital  assets,  sale  or  exchange 

gain  or  loss  application  140 

Capitalization,  effect  on  normal  earnings"    '  138 

Cartage,    reduction                                       ^  Jq? 

Casualty,  demolition  and  similar  losses 

application  of    ,.g 

"Catch-all"  provision  (Sec.  722  (b)   (5))    " '  126 
Change   In   character  of  business-See  also 

Commencement  or  change  in  character  of 

busmess  '    .  .  ^^ 

Claims                     ^^ 

application  for  relief     ...  1S7    i«:fl    i<< 

defective   or   inadequate     '    ,57'  Itt 

disposition  of  examined  claims  '  ia«; 

extension  of  time  for  filing        1 C7 

grounds  for  rejection  Jc, 

Income  from  j;' 

preliminary  survey  J„ 

timely  filing  of  ^7 

Commencement   or   change   In   character  of 
business 

average  base  period  net  income  47  135 
before  or  during  base  period  '47 
by  December  31.  1939  • 

relief  in  case  of  72 

capacity  for  production  or  operation  58 
caus  ng  inadequate  average   base  period 

net   Income       .g 

change  in  character  of  business 53 

abandonment  of  change               124 

reversion  to  average  base  period  net 

Income  .24 

acquisition   of  competitor's  assets  S3 

two  basic  tests                                gj 

difference  in  capacity  for  production  or 

operation    53 

difference  In   ratio  of  nonborrowed   to 

borrowed   capital  53 
difference  In  products  or  services  fur- 
nished                                                 ">i  «;? 

four-year  period  5i 

Improvements  in  products  or  services  5i 

operation  or  management  53    54  55 

ordinary  or  minor  Improvements     '       '  si 

personnel  changes    51 

production  or  operation,  capacity  for 

ratio  of  nonborrowed  capital  to  total 
^?,t^J^^}    64-67 


scope  of 


51 


temporary  change   ^j 

technological  Improvements  .  51 


Commencement   or  change   in   character   of 
business — continued 

.   characteristics    75 

.  commencement  of  business,  scope  50 

.  commitments  to  change  capacity  for  pro- 
duction or  operation 73 

.  constructive  occurrence  of  change  73 

.  demand  Inferred  from  past  performance      85 
.  during    or    Immediately    prior    to    base 

period    80 

.  form,  determining  nature  and  anticipated 
profits  75 

.  Immediately  prior  to  base  period  49 

.  Inadequacy   of  average  base   period  net 

income  48 

.  normal  conditions,  resulting  from 48 

.  normal  earnings,  determination  of  89 

.  normal    earnings    used    as    constructive 

average  base  period  net  income 47 

.   push-back  rule  50,  89,  90 

.  qualifying    provisions    47 

.  relation  to  normal  operations 71 

.  relief  in  case  of  72 

.  tangible  and    Intangible   assets   affecting 
nature    of    business    and    anticipated 

profits    75 

.  war   conditions    48 

Commitment  cases  62 

.  additional    capacity    for    manufacturing 

products  not  sold  during  base  period   .   115 
.  additional  capacity  Increasing  volume  of 

products  sold  during  base  period   115 

.  capacity   for  production  or  operation 

.    .  change  In  character  of  business     73 

.  capital  additions  after,  adjustment  for  . 

116,  119.   120 

.  intent  established 63 

.  no  withdrawal  without  substantial  detri- 
ment        63 

.  position  changed 63 

.  reconstruction,  push-back  rule  115 

variable  credit  rule  122 

Commitment  rule 
.  use  of  post-1939  experience  In  cases  In- 
volving     145 

Competition 

.  elimination  or  diminution  116 

selling  price,  affected  105 

Competitive  position  In  Industry 84 

determination  of 110 

.  durjng  base  period   84 

.  push-back  rule  92 

.   reductions  In  cost 99 

.  stabilized       85 

volume  of  sales  98 

Competitor's  assets  acquired 

.  acquisition  prior  to  Jan.  1,  1940  68 

.  acquisition    resulting    In    elimination    or 

diminution  of  competition         68 

.  chcmge  In  character  of  business  53,  67 

.  extent  of  acquisition  68 

.   post-1939  period 145 

.  push-back  rule  68 

.  reconstruction  methods  and  changes  ...   116 
.  taxpayer    engaged    In    dissemination    of 

Information  through  public  press  68 

"Component  corporation"  meaning  of 156 

Computation    of   constructive   average   base 
period  net  Income 
avoidance  of  post-1939  experience   . . .  143,  144 

Computation  of  normal  earnings 70 

base  period  92 

Computation  of  relief 
.  taxpayer  with  two-year  extended  experi- 
ence         71 

Computation  of  tax 
.  current  taxable  year 154 


Concept  of  normal  earnings   13 

Consolidated    returns   of   affiliated   corpora- 
tions 
.  filing  privilege  removed,  overstatement  of 

base  period  net  income  resulting  38 

Constructive  average  base  period  net  income 
allocated  to 

.  base  period,  individual  years ISO 

capital  stock  tax  deductions  149,  150 

computation 

.  based  on  earnings  under  normal  capa- 
city    123 

.  Involving     different    direct    costs    and 

overhead     123 

.  separate  computation  required  for  each 

year   123 

.  sporadic  profits   44 

.  treatment  of  adjustments  148 

declared  value  excess-profits   tax  deduc- 
tions     149,   150 

deduction  for  Income  taxes   149 

.  deficiencies  of  excess  profits  tax  160 

income  prior  to  Jan.  1.  1940  attributable 

to  current  taxable  year  155 

limitations  for  using   131 

methods  for  computing 

.   sporadic  profits    41 

normal  earnings  used  as   11,  126 

.  Invested  capital  corporations 130 

75  per  cent  rule,  applicable   151,  154 

tests  and  checks  applied  to  99 

Constructive  demand    80 

Consumer  opinion   affecting  changed   prod- 
ucts or  services  57 

Consumers'  purchasing  power 

decline  In  business    24 

Copyrights 

intangible  assets  form  basis  for  relief  ..   133 
Corporate  structure 

effect  on  normal  earnings  138 

Cosmetics  excise  tax  absorbed  by  taxpayer 

in  base  period   2S 

Costs 

.  Increased,  decline  in  net  income 23 

.  industry  comparisons    104 

.   reconstruction 

.    .  experience  Inadequate   109 


D 

"Dally  Invested  capital"  defined  131 

Declared  value  excess-profits  tax 
.  constructive  average  base  period  net  In- 
come    149,  150 

Decree.  Income  from 154 

Deductions 

abnormal.  In  base  period  14 

normal  earnings,  Inadequate  standard  .   128 

determined  by  comparison  96 

reconstruction  of  base  period  94 

reconstruction  of  net  income    98 

Defective  claims  157 

Deficiencies 
.  excess  profits  tax 
.    .  constructive    average    base    period    net 

Income     160 

.  Income  taxes 161 

.    .  attributable  to  application  for  relief 

.    .       determination    164 

.    .  interest  on  159,  161 

.    .    .  restrictions    160 

Deficit  rule 
.  constructive  average  base  period  net  in- 
come      154 

.  largest    deficit    eliminated    In    any   base 
period    151 
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Definitions 

.  average  Invested  capital 131 

.  borrowed  capital    64 

.  borrowed  invested  capital  I3i 

.  business  cycle       28 

.  commenced  business   so 

.  daily  Invested  capital  I3i 

.  demand   79 

.  economic    23 

.   industry    15 

.   internal  operating  conditions  75 

.  invested   capital    131 

.   market    7$ 

.  nonborrowed  capital   64 

.  operation        19 

.  total  capital    54 

unusual  and  peculiar  event  19 

Demand  conditions 

Demand  for  product  or  services  78 

application  of  push-back   rule  to  .     79 

base  period  market  conditions  affecting        79 
.  competitive   position   in  Industry   during 
base  period  84 

.  elastic  and  inelastic   79 

.  normal  operating  conditions,  affecting     .     79 

.  push-back  rule  92 

Demand    inferred    from   past    performance, 

new  industry     85 

Depressing  conditions  in  Industry   IS 

Depression  industries,  business  cycle 29 

Determination  of  normal  operations 70,  74 

Development  and  drilling  costs 

base  period         isj 

Development  of  new  product 

push-back    rule    79 

Development  stage  of  taxpayer  during  base 

period      135 

Diminution  of  normal  production,  output  or 

operation        .  17 

Discovery,  relief  eligibility  155 

Disposition  of  assets 

variable  credit  rule  124 

Distribution  of  products 

effect  on  normal  earnings 138 

Dividends 
distributed 

base  period  years  149 

paid 

income  tax    149 

received     computation     of     constructive 

average  base  period  net  income 148 

Domestic  corporations 
.   excess  profits  credit 
.    .  invested  capital,  based  on 130 


E 

Earning  level  at  end  of  base  period 
.  push-back   rule      91 

Earning  level  raised  as  result  of  new  prod- 
ucts          56 

Earnings 

.  cyclical  depression  In  base  period 36 

.  deficit    35 

.  degree  of  depression 

.    .  corporations    36 

.  depressed 

variant  profits  cycle    30,   33 

.  general  decline  In  business  24 

.  growth  formula    153 

.  normal — See  "Normal  earnings" 

.  reconstructed  for  base  period  32 

.  reduced,   temporary  depression 23 

.  result  of  sales  volume,  selling  price  and 
costs  36 


Earnings — continued 
variant  profits  cycle 

substitute  data  36 

Economic  and  business  data  97 

Economic  conditions 
.  causing    interruption    or    diminution    of 

production,  output  or  operation 18 

.  fluctuations,  measurement  of 96 

.  Improved,   normal  earnings  affected 52 

push-back  rule  90 

"Economic"   defined   2i 

Economic  depression 22 

business  in  base  period     22 

cause  external  to  taxpayer 23 

"economic"    defined        23 

events  qualifying  for  relief  25 

hurricane  causing    23 

"price  war" 24 

proof  of  unusual  circumstances 22 

tariff  rate  changes  25 

taxes  causing  25 

temporary    23,   24 

temporary  and  unusual   23-25 

Excess  profits  credit 
adjustments  to 

.  additions  or  reductions  in  capital  ...   120 
based    on   constructive   average   base  pe- 
riod net  income 
.  commencement  or  change  in  character 

of  business  47 

.  duplication,  elimination  of  119 

.  interruption   or  diminution    of  normal 

production,  output  or  operation 17 

relief  provisions       22 

based  on  invested  capital   13 

based  on  normal  earnings  14 

computation  162 

four-year  average  of  earnings 13 

Inadequacy 

.  excessive    and    discriminatory    tax    re- 
sulting          11 

Income  method   10,  12 

Increase  160,  162 

Increase  allowed  v.   increase  claimed  ...   163 

computation  163 

Invested  capital,   based  on     10,  130 

.  basic  requirements  for  relief 12 

net  refund  i62 

relief  provisions  correcting  unrepresenta- 
tive normal  earning  experience              .     11 
Excessive  and  discriminatory  tax.  determina- 
tion  of         12 

Excise  taxes,  absorbed  by  taxpayer  in  base 

period        25 

Expanded  demand  for  product 86,  87 

Expenses 

.  affected  by  economic  depression 23 

.  operating,  increased 

.    .  decline  In  net  Income  23 

Explosion    causing    diminution    of    normal 

production  output  or  operation     18 

Extension  of  time  for  filing  claims 157 


F 
Facilities  enlarged 

capacity  for  production  affected 61 

Filing  of  claims   157 

Financial  reports  of  Industry 

.  variant  profits  cycle   36 

Fire  causing  Interruption  or  diminution  of 

normal  production,  output  or  operation  .     18 
Fiscal  year  taxpayers 

.  allocation   of   constructive   average   base 
period  net  Income   150 


Fiscal  year  taxpayers — continued 

.  changes  in  borrowed  capital 67 

changes  in  equity  Invested  capital   67 

Floods   causing   interruption  or   diminution 

of  normal  production  output  or  operation     18 
Fluctuations 

measurement  of 

.  economic  conditions    96 

relief  measures  9 

profits    40 

.  qualification  for  relief  38 

sporadic  profits   40 

Foreign  corporations 
.  excess  profits  credit 

invested  capital,  based  on 130 

Franchises 
.  intangible  assets  form  basis  for  relief  .  .   133 


Gains  or  losses 

sale  or  exchange  of  capital  assets 148 

Goodwill 

Intangible  assets  form  basis  for  relief     .   133 
Gross  Increase  In  Income  taxes 

resulting  from  application  of  Sec.  722  . .   159 

Gross  profit  ratios     98 

Gross  reduction  in  excess  profits  tax 

resulting  from  application  of  Sec.  722...   159 

Gross  sales,   determined   98 

Growing  corporations 

relief  granted  to   9 

Growth  formula 

.  application       153 

.  average  base  period  net  income 152 

.  establishment  of  eligibility   153 

.  Interruption  or  diminution  of  normal  pro- 
duction, output  or  operation    21 

.  provisions    152 

.  push-back  rule,  application   154 


H 


High  level  of  earnings 

push-back  rule  producing  102 

High-profits  years  compared  with  standard 

years.  42 

High  unit  overhead 
.  adjustment  to  constructive  normal  volume 

77 
Higher  normal  earning  level  resulting  from 

new    products  56 

History    and    background   of   general   relief 

under  section  722   .  .  9 

Hurricane  causing  temporary  economic  de- 
pression         23 


Improvements  constituting  change  in  char- 
acter of  business  51 

Inadequacies  In  base  period 
.  economic  factors  causing  10 

Inadequacy   of   base   period   net   Income   as 
standard  of  normal  earnings  124 

Inadequate    representation    of    high    profits 
years  45 

Inadequate  representation  of  sporadic  profits 
41 

Inadequate  standard  of  normal  earnings        126 

Inadequate     working     capital     of     new     or 
changed  Industry   " 87 

Inadmissible  assets   131 


Income 

.  abnormal,  in  base  period 14 

.  ascertained  for  prior  years 33 

.  award    154 

.  claim    154 

.  decree    154 

.  determination  by  comparison  96 

.  exploration,  research,  development  of  In- 
tangible property,  patents   155 

.  intangible  assets  contributing  to 131 

.    .  requirements    132 

.  judgment      154 

.  reconstruction  of  base  period 94 

.  reconstruction  of  net  income  98 

.  taxes,  depressing  effect  on  25 

Income  method 

excess  profits  credit 10,  12 

Income  tax 

.  adjustment  of  deductions  148 

.  deficiencies    161 

.  dividends  paid  149 

.  liability,   adjustments  affecting 159 

.  undistributed  profits 149 

Increased  capacity  for  production  or  opera- 
tion        58-60 

Increased  normal  earnings 

change  in  character  of  business  causing      52 
Industry 

adjusted  ratio  of  sales  95 

comparison  of   96 

competitive  position  In,   during  base  pe- 
riod         84 

defined  IS 

degree  of  earnings  depression  compared 

with  taxpayer       36 

development  period 

.  market  and  demand  condition   88 

earnings  data  unavailable 

.  profits  cycle  36 

experience  of  taxpayer  inadequate          .   107 
geographical  location  affecting  classifica- 
tion          15 

labor  efficiency     107 

limits,  delineation  of  16 

new  or  changed 

.  inadequate  working  capital  87 

.   market  and  demand  conditions 81 

operations,  income,  deductions  or  net  In- 
come of 

.  reconstruction  of  base  period 94,  95 

position  of  taxpayer  in 

.  push-back  rule  causing  higher  level  of 

earnings  102 

production,  costs,  sales   104,   106 

profits  cycle  IS 

profits  index  used  for  reconstruction. .. .   Ill 
variant  profits  cycle 

substitute  earnings  data  36 

Initial  production  costs 

abnormally  high  103 

.   push-back  rule  103 

Intangible  assets  131-133 

Intangible  property  development 
.  relief  eligibility 155 

Interest 

.   deficiencies    159,161 

.  overpayments  attributable  to  Sec.  722...   159 

Intermittent  period  of  high  production 27 

Internal  operating  conditions 75-78 

.  adjustment  for 

.    .  limitation  of  push-back  rule     78 

.  commencement  of  business  with  old  and 

inefficient  machinery    77 

.  competitive   position   affected   by  78 

.  costs  of  products  or  services  75 
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Internal  operating  condltions- 

.  high  unit  overhead  77 
.  identical  operations  of  similar  taxpayers 

substituted    v^yvn 

.  Inherent  disadvantages   75  77 

.  inherent  in  taxpayer   '75 

.  law,  charter  or  contract  limitations  77 

.  location  of  plant  "  75 

.  machinery,  nature  and  efBcIency 75 

.  managerial  policies  75 

.  market  conditions  affecting  75 

.  marketing  and  distribution  methods 75 

.  product  or  service  furnished  75 

.  production  techniques  7c 

.  push-back  rule  g, 

.  size  of  business  75 

.  stage  of  development  of  operations 75 

.  unit  overhead  cost  varying  with  volume  78 
variation  affecting  competitive  position  76 
Interruption  or   diminution  of  normal  pro- 
duction, output,  or  operation 
.  adjustment,  average  base  period  net  in- 
come     

average  base  period  net  Income  affected 
average   base   period   net  Income,   recon- 
struction of 

dencit  or  75%  rule,  constructive  average 

base  period  net  income  21 

economic  circumstances    jg  23 

experience  of  conxparable  taxpayers         '  20 

growth  formula    Ii 

hurricane  causing    23 

information  substantiating  claims  21 

"operation"  defined  ....  ,« 

physical  events 


Invested  capital  method 

excess  profits  credit   jq 

basic  requirements  for  relief     ip 

Investment  ratios 

reconstruction  of  net  Income 100 


Judgment,  Income  from  154 


61 


Latent  capacity  utilized,  change  in  business 
i-Aw,  Charter  or  contract 

limitations    affecting    Internal    operating 

conditions 77 

Liability  for  income  tax 

adjustment   affecting    t^n 

vknoAci  101/ 


1 7      Licenses 


21 
17 

20 


133 


.  intangible  assets  form  basis  for  relief 
Limitations 

affecting  internal  operating  conditions        77 

.  normal   earnings    7l    72 

changes  in  character  of  business  '127 

commitment  rule  A? 

push-back  rule   ...  tm     Hi 

Limited  production  

push-back   rule       . .  .  «, 

Limits  of  "Industry"  A 

Location  of  plant  affecting  Internal  operat- 
ing conditions    ....  *'       »• 


75 


18 


raw  material  supply  Interrupted  24 

sales,    direct  costs  and   overhead   recon- 
structed 20 
sales  or  service  corporations  10 

sporadic  profits  28 

temporary  court  injunction ig 

"unusual  and  peculiar"  defined  10 

Invested  capital 

abnormally  low  131    134 

beginning  period   assumed     '135 

borrowed  capital  abnormally  large  13<5 

capital  changes  ^      ^  HI 

commencing  business  In  1940  or  later 
.  constructive  normal  earnings  135 

rate  of  development  ...  1315 

corporations  

.  abnormally  low  invested  capital  134 

earning  ability  not  controlling  factor 

in   determining   .  .  135 

normal  variations  excepted  135 

.  average  base  period  net  Income      135 

committee  report  '.'.'.'..'.   130 

131 


M 


136 


137 


139 


Intangible  assets  m 

defined ' 

disproportion    between   equity   and    bor- 
rowed capital  

double  benefit  from  Interest  on  borrowed 
capital   

effect    of    corporate    Intent    on    capital 

changes  

excess  profits  credit  based  on 136 

excess  profits  credit  inadequate  131 

Industry  depressed 

average  earnings  method  principles  ai>- 

pllcable  M/; 

Intangible  assets  

business  expenses 132 

depreciable    J32 

paid  In  for  stock   132 

Interest  on  borrowed  capital. 136 

purchase  of  trade  name 132 


Management  changes 

capacity  affected  by  .  . .  ]jg 
character  of  business  changed  53 
^  Increased  earnings  resulting  55 
Managerial  policies  affecting  internal  operat- 
ing conditions   7^ 

Manufacturing  costs 
.  effect  on  normal  earnings 

Invested  capital  method  .    .  130 
Manufacturing  operations 

^  affecting  changed  products  or  services  57 
Manufacturing  plant 
capacity,  change  in 

"bottleneck"  affecting  59 

capacity  distinguished  from  output  59 

^   'rated  capacity"  data   tg 

Market  analysis  in  determining  normal  op- 
erating conditions  79 
Market  conditions  and  demand  for  product 
or  services  as  operating  condition. . .         75   78 
abnormal,  caused  by  war  '  go 
affecting  changed  products  or  services  57 
affecting  competitive  position  75 

application  of  push-back  rule       70 

developmental  period  of  Industry     gg 

not  representative,  base  period  m 

Market,   defined    Zg 

Measure  of  capacity  for  production  or  op^ 
eratlon *^     -^ 

Measurement  of  profits  cycle 35 

Menibershlp  In  more  than  one  Industrv 
effect  on  relief  ' 

^^'^^♦^'iv^f.  manufacturing   corporation   and 

distributing  corporation 
Methods  and  techniques  of  reconstruction 
Multiple  bases  for  relief 
.  changes  in  character  coupled  with  event 
qualifying  under  other  paragraphs   of 
subsection  (b) 
events  affecting  taxpayer  at  same  time. . 


143 

156 

93 

141 
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142 
141 


Multiple  bases  for  relief — continued 
.  existence    of   variant    profits    cycle,    and 
event  qualifying  under  Sec.   722(b)(1) 

or  722(b)(2)    142 

.  sporadic  profits  cases 142 

.  two  or  more  changes  In  character  under 

Sec.   722(b)(4)    143 

.  variant  profits  cycle  and  sporadic  profits 
experience  together  with  change  in 
character  under  Sec.  722(b)(4) 142 

N 
Net  income 

accounting  method    128 

normal  earnings,  inadequate  standard     129 

adversely  affected    22 

base  period 

.  conditions   ordinarily  existing 27 

variant  profits  cycle   33 

difference  in  volume  of  sales  99 

interruption  or  diminution  In  production    23 

overstatement   In   base  period 38 

reconstruction  93,  97 

base    period    94 

.  gross  profit  ratios  used  98 

.  income   and   deduction   items,    detailed 

computation    98 

.  net  income  ratios  used     99 

.  net  operating  profit  used  99 

.  ratios  based  on  Investment  and  sales      100 

tests  and  checks  applied 99 

Net  income  ratios 

reconstruction  of  net  Income  99 

Net  operating  profits 

reconstruction  of  net  income 99 

Net  selling  prices 

.  early  experience  105 

low        104,  106 

New  corporations,  relief  measures     10 

New    facilities   acquired,    capacity   for   pro- 
duction affected  60 

New  industry 
.   demand  Inferred  from  past  performance      S5 

market  and  demand  conditions 81,  f'2 

New  methods  of  distribution 

change   in   character   of  business 54 

New  processes  introduced 

.   change  in  character  of  business   54 

New  products 
.  determination  ol  normal  operating  condi- 
tions       74 

.  higher    normal    earning    level    resulting 

from  56 
.  substituted  for  old,    same  capacity  util- 
ized                                 117 

"Nonbor rowed  capital" 

.  meaning  of   64 

.  ratio  to  total  capital  64 

Normal  competitive  position,  determination 

for   push-back   rule 90 

Normal  conditions 

.  expanded  demand  in  base  period  86 

.  market  and  demand 

developmental   period  of  Industry 88 

Normal  demand  conditions 

classification   80 

Normal  earning  level 
.  determination 

.    .  two-year  extended   experience 74 

.  end  of  base  period,  computation  72 

.  not  attained,  use  of  unused  excess  profits 

credit  ^22 

Normal  earnings   13,  37,  70 

alternative  method  for  construction  98 

.  attributable  to  Intangible  assets 131 

.  average  base  period  net  income 

.    .  inadequate  standard    22,  126 


Normal  earnings — continued 

base   period         92 

sporadic  profits   45 

based  on  a  four-year  average  of  earnings 

13,   51 

basis    for    reconstructing 34 

basis,   statutory   relief 72 

capacity  not  reached 123 

compared  with  excess  profits  net  income     149 

computation  of 70,  89,  92 

.  taxpayer  not  reaching  normal  earning 

level  by  end  of  base  period  72 
constructive  average  base  period  net  in- 
come     11,  70,  148  . 

determined 34,  89 

.   base  period  after  December  31,  1939.  .  .    146 
.   prior  experience  required  ...     28 

economic  conditions,    Improvements  In  .     52 

effects  of  war 101 

excess  profits  credit  based  on 14 

extended  period  determined  35 

.   sporadic  profits       45 

Inadequate  standard 

.   abnormally   large    deductions 128 

.  accounting  methods 128,  129 

.  average  base  period  net  income  47 

.  excess  profits  credit  based  on  invested 

capital   130 

.  limitations   127 

.    .  commitments  not  recognized 127,  128 

.  other  factors  affecting 126 

.   qualifying  cases    129 

Increase 

,  management  changes,  causing 55 

.  not  caused  by  change  in  character  of 

business    52 

substitution  of  one  activity  for  another    52 
level  changed  as  result  of  change  in  char- 
acter of  business 52 

limitation  71 

new  level  of  operating  conditions 88 

normal  operating  conditions,  determina- 
tion of  71 

push-back  rule   121 

reconstruction    71 

.  base  period   49,  93 

.  basis  74 

.  sporadic  profits 41 

restoration   of    70 

seasonal  variations  affecting 52 

Sec.   722(b)(4),  under 70 

theory   of   reconstruction 71 

.  limitation  of  reconstruction  to  qualify- 
ing changes 72,  73 

.    .  normal     operating     conditions     deter- 
mined  with   respect  to   base   period 

only    73,  74 

.   .  reconstruction  for  entire  base  period 

71,  72 

.  used  as  constructive  average  base  period 

net  income    11 

.  war  conditions  affecting 14 

within  base  period 70 

Normal  growth,  push-back  rule  affecting  ...     90 
Normal  market  and  demand  conditions 

.  classification   80 

.  established  Industry  which  has  passed 
Initial  development  period  by  begin- 
ning of  base  period 80 

.  established  industry  with  stable  demand 

conditions 80 

.  member  of  new  industry 81 

.    .  assumed   demand   conditions 81,  82 

Normal  operating  conditions 
.  basis 
.   .  actual    demand    existing    during    base 

period  years   80 
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Normal    operating   conditions — continued 

determination  of  71,  74,  92 

change-over  to  new  product  74 

general  market  conditions  and  demand 

for  products  or  services  78 

Increased  productive  capacity  74 

internal  operating  conditions  75-78 

manufacture  of  product  never  marketed     74 
income  or  deductions 

determination  by  comparison 96 

management  changes  affecting  118 

market    analysis    necessary  79 

method  of  constructing  income  to  reflect      71 

post-war  period  74 

reconstruction    of    base   period   93 

Normal  operating  costs 

push-back   rule    91 

Normal  operations 
base  period 

basis   for  relief 72 

determination  of 

relation  to  base  period  conditions 
relation     to     business     commenced 
changed  in  character 
Normal  production,  output  or  operation,  in- 
terrupted   ' 

Normal  tax  deficiency 


or 


70 
71 

71 

17 
160 


Normal  tax  net  income,  increase 159 


O 

Officers'  salaries,   reconstruction 109 

Operating  conditions 

economic  and  business  data  97 

initial   handicaps    io3 

.   internal  75 

.  market  conditions  and  demand  for  serv- 
ice or  product  75 
.  push-back    rule    producing    higher    level 

of  earnings    io2,  103 

Operation  of  business,  change  In 53 

cost  of  raw  materials 54 

.  Increased  level  of  earnings  attained  54 

.  new  methods  of  distribution 54 

new   processes    introduced       54 

Operations,  reconstruction  of  base  period  94 

Output 

capacity     for     production     distinguished 

from  59 

Overassessments 

attributable  to  adjustments 160 

attributable  to  application  for  relief,  de- 
termination        164 

.  computation  of   160 

increase  In  excess  profits  credit 162 

Overpayment  of  tax 
.  attributable  to  Sec.  722 

Interest  on    159 

Overstatement  of  net  Income  In  base  period 
.  affiliated  corporations  33 


P 

Patents  and  copyrights 

intangible  assets  form  basis  for  relief  .   133 

Patents,   relief  eligibility 155 

Personnel  changes 

causing  changes  in  character  of  business      Si 
Physical    events    causing     interruption    or 
diminution   of  production,   output  or  op- 
eration    18.  19 

Post-1939  experience 
.  avoidance,  in  computing  constructive  av- 
erage base  period  net  income 143,  144 

.  exce;ptional  uses   145 


Post-1939  experience— continued 

statutory  prohibition    147 

unauthorized  use  of 144 

Prices,  effect  on  normal  earnings 

invested  capital  method       ng 

Principles  of  general   relief n 

Procedure  and  administration  157 

publicity   and    interest   data  153 

Processing  tax  repaid  to  vendees 143 

Producers  comprising  industry 15 

Production,  industry  comparison     104,  106 

Production  limited,  push-back  rule yi 

Production,  normal 

push-back  rule       ; 203 

Production  or  operation,  capacity  for 

acquisition  of  new  facilities   60 

.  affecting  volume  of  sales     101 

.  character  of  business  changed 53,  60 

.  commitment  cases  58.  62.  63 

.   differences  in  go 

.  distinguished  from  output   59 

.   during  base  period      114 

.  existing  facilities  enlarged 61 

.  latent  capacity  utilized   61 

.  limitations       127 

.  meaning  59 

qualifying  provisions    53 

rated  capacity  59 

unit  of  measurement   59 

working  capital  increased . .       62 

Production,  output  or  operation  Interrupted     17 
Production  technique  affecting  Internal  op- 
erating conditions  75 

Production  technique  revised 

push-back   rule    39^  90 

Products 

creating  exceptional  demand  37 

effect  on  normal  earnings  133 

Products  or  services  furnished     55 

additional  product  requiring  new  capac- 
ity  for   production         117 

change  in  character  of  business 53 

class  of  products 57 

consumer  opinion  57 

manufacturing  operations    57 

.    .  markets        57 

.    .  trade  opinion  57 
existing  capacity  suited  to  new  product      118 
sales  volume  determined  for  reconstruc- 
tion period                       117 

Products  or  services  Improved 

character  of  business   changed 51 

Profits  cycles  27 

business  depressed  in  base  period 27 

common  to  Industry  15 

.  cyclical    data    29 

data  for  determining   37 

.  degree  of  depression 

accuracy  of  measurement  36 

substitute  data    35 

.  taxpayer  In  business  for  short  period. . .'.     37 

variation  characteristic  of  industry 32 

Profits,  sporadic  27 

Prospecting,  relief  eligibility  155 

Prospective  profits  analysis 

competitive   position   In   Industry  during 

base  period    34,  35 

Publicity  and  interest  data 

Commissioner's  list  of  cases  In  which  re-' 

lief  allowed       153 

Interest  on  deficiencies  159 

Interest  on  overpayment  attributable  to 
Sec.  722       159 

Purchasing  power  of  consumer 

business  decline  affected  by 24 


Bureau  Bulletin  on  Sec.  722 — Index 
(References  are  to  page  numbers.) 


175 


Purpose  of  general  relief 10 

Push-back  rule 
.  adequate  experience  of  taxpayer  103,  106 

.  application  of 89,  90,  101 

.  change  in  capacity  for  production  or  op- 
eration     114 

.  changes  not  made  by  Dec.  31,  1939 90 

.  commitment  cases  115,  123 

.  competitive  position   in  Industry 91,92 

.  constructive  demand  under    80 

.  cost  factors  ascertained     92 

.  demand  for  product  determined   79.  92 

.  earning  level  at  end  of  base  period  91 

.  earnings  under    .  72 

.  economic  conditions  governing    90 

.   experience  inadequate  107,  110 

.  factors  affecting  or  limiting  production.  .     91 

.   growth   formula    .   154 

.   Incomplete  development  of  demand,   ap- 
plication to  83 

.   industry    comparison    96 

.  internal  operating  conditions  92 

limiting   factors  101,  127 

normal  growth  not  extended  by  applica- 
tion  of  rule  . .     90 

.  normal  operating  costs 91 

.   producing  higher  level  of  earnings       102,  103 
.   purpose  and  application   ...   50,  72,  73,  90,  101 

.   reconstruction  91,  107 

.  reconstruction  of  average  base  period  net 
Income 

acquisition  of  competitor's  assets  68 

.  statutory  post-1939  prohibition     144.  145 

.   taxpayers  with  base  period  ending  after 

December  31,   1939  147 

.  variable  credit  rule 121 

.  volume  of  production  and  sales   103,  106 


Rate  of  profits,  average 

basis  for  reconstructing  normal  earnings    34 

Ratio  based  on  investments  100 

Ratio  of  high-profits  years  to  standard  years    43 

Ratio  of  net  Income  to  sales     99 

Ratio  of  nonborrowed  capital  to  total  capi- 
tal      . .      . .  64 

.  average  equity  Invested  capital  computed  64 

.  calendar    year    taxpayer  65 

.  change  In  character  of  business   53 

.   "nonborrowed  capital,"  meaning     64 

.  reconstruction  of  base  period  Income  ....  65 

.  "total  capital."  meaning  64 

Reconstruction 
.  average  base  period  net  Income  .20,  25.  28,  33 

.    .  adjusted       36 

.    .  normal  income  as  average  income  37 

.  base  period  93,  146 

.    .  demand   83 

.    .  earnings    32.  49 

.    .  Industry  comparisons   96 

.    .  Industry  Index  used  Ill 

.    .  methods  and  techniques   93 

sources  of  Information  93 

.  base  period  net  Income 

.    .  abnormal  deductions  in  base  period  ISl 

.    .  ratio   of  nonborrowed  capital  to  total 

capital   64 

reflecting  change  in  character  6.S 

.  business  commenced  late  in  base  period 

108.  109 

.  change  in  capacity  for  production  or  op- 
eration 
.    .  during  base  period 114 


Reconstruction — continued 
change  in  management 

.  savings  in  cost lis 

change  In  operation  of  business         .  113 
comparison    of   Sec.    722(b)(1),    (2)    and 

(3)    with   Sec.    722(b) (4) 70 

competitor's  assets 

.  elimination  or  diminution  of  competi- 
tion    116 

costs  and  expenses 

experience  Inadequate 109 

earnings,    base    period   49,  HO 

limitation  to  qualifying  changes 72,  73 

market  and  demand  conditions  88 

method  Illustrated   35 

net  income   93,  97,  100 

normal  earnings  in  base  period 71 

production  or  operation,  capacity  for 

commitment  cases 115 

products  or  services  furnished 117,  118 

push-back   rule    i07 

.  basis  of      104 

unlimiting    91 

ratio   of   constructive  net  income  to   in- 
vested  capital    100 

ratio    of    nonborrowed    capital    to    total 

capital         .              112 

sales  in  base  period  year 112 

speciflc  changes                 112 

sporadic  profits  experience   40 

variant   profits   cycle  33,  34 

volume  of  production,  sales,  selling  prices 

and  costs 36.  106 

Refunds,  excess  profits  credit 162 

interest  on    160 

Rejected  claims,  grounds  for 157 

Requirements    for   relief     12 

Restoration  of  normal  earnings 70 

Retail  sales  business,   reconstruction  108 

Retirement  or  discharge  of  bonds 148 


S 

Salaries  of  officers   109 

Sales  and  production  policies 

competitive   position   in   industry   during 

base  period  84 

Sales  corporations 

Interruption  or  diminution  of  normal  op- 
eration         19 

Sales,    direct    costs    and    overhead,    recon- 
structed 

period  of  Interruption   20 

Sales  index  of  industry 

reconstructing  base   period  112 

Sales,  industry  comparisons  104,  106 

Sales  or  exchanges  of  capital  assets 

gain  or  loss  148 

Sales  ratios 

reconstruction  of  net  Income  100 

Sales  volume  limited  by  selling  price  .101 

Seasonal   variations   affecting  normal   earn- 
ings          52 

Selling  prices  105 

.  decline  in  net  income 23 

reconstruction  107,  108 

Service  corporations 

interruption  or  diminution  of  normal  op- 
erations          19 

75  percent  rule  151,  154 

average  base  period                   1 52 

.  beginning  after  Dec.  13.   1941 152 

.   interruption  or  diminution  of  production, 

output  or  operation   21 


176 


r 


Bureau  Bulletin  on  Sec.  722— Index 
(References  are  to  page  numbers.) 


Source  of  information 

development   of   ratios     96 

economic  and  business  data 

federal  agencies    97 

.  operations,    income,    deductions,    or   net 
income  94 

reconstruction   of  base   period 94,  95 

Sporadic  profits  experience '  27 

.  average  base  period  net  income,  defined      41 
.  average  percentage  relationship  of  profits 

computed    43 

.  base  period   40 

.  compared  with  adjacent  years ao 

constructive  average  base  period  net  In- 
come        41 

.    .  computation    44 

.   high  profits  years  40-42,  44 

inadequate  representation    '  41 

•  length   of   period  .     40 

.   low   profits  42 

.  minor  fluctuations   40 

.  multiple  bases  for  relief  142 

.  normal  earnings 

period  of  high  or  low  production 40 

.   proof  of    38 

.  reconstruction        40 

.   "standard"  years  42 

windfall    profits    40 

Standard  years  compared  with  high  profits 
years    42 

Statistical  data 

determination  of  cyclical  profits  37 

Statutory    basis    for    determining    normal 
earnings    89 

Statutory  notices 

issuance  by  internal  revenue  agents 165 

Stock 

intangible  assets  paid  In  for 132 

Stock  issues 

invested  capital  method  139 

Strikes 

Interruption    or    diminution    of    normal 
production   17 

Supplement  A  corporations  1S6 

Surtax  deficiency   16O 

Surtax  net   income.    Increased 159 


Tariff  rates,    depressing  business   25 

Taxes,  absorption  depressing  income 25 

Taxpayer's  competitive  position   84 

Techniques  of  reconstruction     93 

Technological  Improvements  changing  char- 
acter of  business   51 

Temporary  change  in  character  of  business      51 
Temporary  court  injunction 

interruption  of  production  ig 

Temporary  economic  depression — See  "Eco- 
nomic depression" 

Theory  and  purpose  of  relief  10 

Theory  of  reconstruction  of  normal  earnings    71 

"Total   capital."   meaning  of 64 

Trade-marks,   brands  and  trade  names 
.  Intangible  assets  form  basis  for  relief        133 
.  invested  capital  132 

Trade  opinion  affecting  changed  products  or 
services  57 

Two-year   push-back    rule— See    "Push-back 
nUe" 
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Unauthorized  use  of  post-1939  experience 
Undistributed  profits,  tax  on 
Unit  overhead  costs,  varying  with  volume 
internal  operating  condition  and  competi- 
tive position 
Unused  excess  profits  credit 

normal  earning  level  not  reached 
Unusual     event     in     taxpayer's     experience 
causing  interruption  or  diminution  of  nor- 
mal production,  output  or  operation  18 
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149 
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Variable    constructive   average    base    period 
net    Income    based    on    normal    operating 

conditions  123 

Variable  credit  rule  121 
.  abandonment  of  change  In  character  of 

business  124,  125 

application   of    '  isg 

,  commitment  rule                                      122,  123 
.  constructive  average  base  period  net  in- 
come based  on  earnings  reached  under 
normal   capacity                                         .123 
different  direct  costs  and  overhead  123 
level   of  normal  earnings  less  than  con- 
structive  average   base  period  net   in- 
come      140 

push-back  rule 121 

Variant  profits  cycle 

adjustment  for  interest  paid  out  38 
allocation    of   constructive   average   base 

period  net  Income  150 

average  base  period  net  income  defined  33 

burden  of  proof                 30 

"business  cycle"  defined  28 

evidence  29.  30 

existence  established    30 

Industry 

.  earnings  data  unobtainable 

substitute  data    36 

no  financial   reports                   36 

normal  earnings                    37 

multiple  basis  for  relief               142 

primary  qualification   for  relief  33 

proof    of              28 

reconstruction  33 
average  base  period  net  income  ad- 
Justed  to  normal  base  period  level  .  36 
average  earnings  In  base  period  35 
average  rate  of  profits  for  base  period  35 
comparably  situated   taxpayers  37 

extended  period  used  as  basis  34 

limited  periods  used  as  basis  34 

subnormal   Income  in  base  period            .  35 

Variations  from  general  business  cycle  30 

Vendees'  processing  tax  repaid 148 
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War.  abnormal  conditions  Induced  by  14 

market  conditions    80 

War  causing  change  in  character  of  business  48 
War  in  China 

business    impaired    by  25 

temporary  circumstance   24 

War  In  Europe 
.  effects  of,  unreliable 

normal  operating  conditions  loi 
War  induced  changes  In  operation,  produc- 
tion  or   management  124 
Windfall  profits,  sporadic  40 
Withdrawal  of  applications  for  relief  158 
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